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I—THE MEANING OF COST. 


Cost is one of those words which is con- 
stantly on everyone’s lips, but which few 
people stop to analyze. The cost of living 
is the topic of the day, except when we are 
discussing the costly missed catches in a 
Test match or the deplorable determination 
of our football opponents to win at any 
cost; the extremist monetary reformer’s 
panacea for all economic ills is costless 
eredit; the clue the murderer left, in that 
last thriller you read, cost him his life; 
courtesy costs nothing; and so on. In 
common parlance cost has such a variety 
of meanings that, divorced from its con- 
text, it-is almost meaningless. And, like 
many other common expressions used in a 
technical sense, its technical meaftings in 
accounting, though more specialized than 
its general meanings, are just as much open 
to misinterpretation. Hence, for example, 
though every accountant knows the rule 
that stock should be valued at the lower of 
cost or market, there is no uniform defini- 
tion of cost for the purpose of the rule. 
Again, if an accountant whose experience 
has been concentrated on financial account- 
ing is asked to explain the distinction 
between a cost and a loss, his answer is 
likely to be quite different from that which 
would be given by a cost accountant. 


Attempts to particularize by attaching to 
the word cost a distinguishing adjective do 
not carry us much further towards clari- 
fication of meaning. For example, a very 
common term in accounting is ‘‘prime 
eost’’. As used by both financial account- 
ants and cost accountants this expression 
is usually regarded as synonymous with 
‘direct cost’’, which is usually defined in 
some such terms as ‘‘the elements of cost 
which can be traced directly to particular 
cost units’’. There is even here some un- 
certdinty of meaning. If the cost unit is 
a unit of product, direct cost may exclude 
certain elements which would have been 
included if the cost’ unit had been the 
activity of a particular department for a 
stated period. That is, costs which are 
direct in terms of departments may be in- 
direct in terms of products. Moreover, 
expediency, as well as logical classification, 
plays a part in determining the distinction 
between a direct and an indirect cost. 
Some costs which could theoretically be 
traced to particular cost units may be 
treated in cost accounting as indirect costs, 
because it may be too expensive to make the 
necessary precise measurement of the small 
quantities or values traceable to each separ- 
ate unit. On the other hand, some costs 
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Meaning of Cost—continued. 

which theoretically are not traceable to 
particular cost units may be treated as 
direct cost because they can most conven- 
iently be recorded by means of a ‘‘loading”’ 
on to some element of direct cost. 


Leaving aside for the moment these pos- 
sible differences in meaning, which arise 
from the fact that practicable cost methods 
are designed with one eye, if not both, on 
the cost of costing, it will probably surprise 
many who are used to the technical mean- 
ing of prime cost to know that that mean- 
ing is not consistent with the common 
meaning of the term. The Oxford Diction- 
ary defines prime cost as ‘‘the cost at 
which,a merchant buys’’. Now and then it 
happens that, in matters closely associated 
with accounting, the expression is used in 
that sense. Doubtless, in many other cases, 
though it is used by accountants in the 
technical sense, it is understood by the 
reader of accounting reports in the non- 
technical sense. This is one of the risks 
run by a profession which takes non-tech- 
nical terms and converts them to technical 
uses. In Australian income tax practice, 
two» methods of caleulating depreciation of 
fixed assets are allowable. One of these is 
called the prime cost method: it consists of 
calculating depreciation, at scheduled rates, 
on the original cost of acquiring the asset. 
The sense in which prime cost is used in 
this connection, it will be noted, is much 
closer to the common meaning than is the 
sense in which it is used in accounting 
generally. It may be, therefore, that prime 
cost is one of those expressions which we 
should banish from technical terminology, 
because its technical meaning is not con- 
sistent with its non-technical meaning. 


Another point in® connection with cost 
accounting terminology is that many of the 
terms commonly used relate to theoretical 
concepts only, and are not capable of being 
translated into cold figures. For instance, 
the expression actual cost is used with ex- 
aggerated respect by many people who 
pride themselves on their distrust of esti- 
mates and on their faith in demonstrable 
facts. Such people would probably be 
greatly shocked if they were told that there 
is no such thing as actual cost; yet a few 
moments’ reflection should convince any- 
one with even a limited knowledge of the 
way in which ‘‘actual’’ cost is determined 
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in practice, that in the great majority of 
cases, in manufacturing industry at least, 
so-called ‘‘actual’’ cost is based on assump- 
tions, more or less arbitrary estimates and 
apportionments. That being so, any two 
accountants may legitimately differ, within 
limits which may be widely separated, as 
to the interpretation of ‘‘actual’’ cost in a 
given case. An actual cost which is not 
objectively determinable is surely a contra- 
diction in terms. 

Let us consider this point for a few 
moments. ‘‘Actual’’ cost is usually used 
to deseribe the cost of goods produced, the 
eost of goods sold or the cost of stock on 
hand. In manufacturing industry, the cost 
of goods produced is the ‘‘diminution of 
assets’’™) or the ‘‘release of resources’’,‘?? 
involved in the production, in a state ready 
for sale, of goods intended to be sold; cost 
of goods sold may be either the cost of pro- 
duction of such goods as are in fact sold, 
or the cost of production of such goods plus 
some or all of the cost of selling them and 
of administering the business whilst they 
are being sold; cost of stock on hand is 
usually restricted in the interests of con- 
servatism, to something less than cost of 
production of the goods unsold. The some- 
thing less varies according to circumstances 
and according to the temperament and out- 
look of the persons responsible for its 
determination, 

It is evident that there is no universal 
principle governing the determination of 
cost of goods sold nor of cost of goods un- 
sold, and that the purpose for which the 
determination is made exercises a profound 
influence on the figure at which the cost is 
stated. If that purpose is the preparation 
of a profit and loss statement and a balance 
sheet, the likelihood is that conservatism 
will be the dominant influence; that is to 
say, cost of goods sold will be determined 
by that interpretation of cost which pro- 
duces the highest figure, cost of stock on 
hand by that interpretation which produces 
the lowest figure. Moreover, by the appli- 
cation of the cost or market rule for the 
‘‘valuation’’ of stock on hand, financial 
accounts may include in cost of goods sold 
an estimate of the possible future loss (in 
the sense of an excess of cost over revenue) 





(1) J. M. Clark: The Economies of Overhead 
Costs. 

(2) Accountants’ Handbook, 3rd Edition: W. A. 
Paton, Ed. 
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Meaning of Cost—continued. 
of the goods not yet sold. Thus ‘‘cost’’ in 
this instance becomes a mixture of recorded 
cost and prospective loss. 

On the other hand, if the purpose of 
determination of cost is to provide a basis 
for fixing selling prices or for quoting or 
tendering, conservatism may or may not 
enter into the interpretation of cost. For 
purposes of cost-plus contracts or appli- 
eations to Prices Commissioners, emphasis 
will naturally be on an interpretation of 
cost which results in the maximum possible 
figure: in cases where business is being 
sought and a finely-shadéd price must be 
quoted in order to obtain the business, em- 
phasis may be on the additional costs in- 
volved in producing and selling an addi- 
tional quantam of goods. Thus, there may 
be different interpretations of cost for 
different purposes.°» This fact should 
never be forgotten in any form of account- 
ing for cost. 


But, even for a single purpose, the ascer- 
tainment of ‘‘actual’’ cost is hedged round 
with difficulties and with possibilities of 
differences of opinion. Thus, ascertain- 
ment of cost of goods sold depends in the 
first instance upon ascertainment of cost 
of goods produced. Cost of goods produced 
is. the sum of the costs of resources of 
materials, labour and factory services re- 
leased in their production. If cost is to 
be expressed in terms of the total cost of 
producing all the goods produced in a 
given period, important accounting prob- 
lems emerge, involving the allocation to 
that period of resources which are not fully 
released in that period. A particular in- 
stance is the problem of depreciation of 
long-term resources. As every accountant 
knows, this is a problem of allocation 
among periods of resources which are used 
in production during more than one period. 
This allocation obviously cannot be a matter 
of demonstrable fact: only when the re- 
sources have been fully released can they 
be accurately identified with the total pro- 
duction resulting from their use. Mean- 
while, identification of portion of the re- 
sources with portion of the production is 
effected on the basis of estimates, which 
are subject to a large margin of error. 





(3) See J. M. Clark: The Economics of Over- 
head Cests, Chapter IX, for an illustration of this 
vitally important proposition. 
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There is another difficulty: if allocation to 
periods of the ‘‘cost’’ of resources could 
be accurately made, there would still be 
room for difference of opinion as to the 
measurement of the cost of the resources. 
Should this cost be measured by reference 
to the original purchase price of the re- 
sources (if acquired by purchase) or to 
their original money-cost (if acquired by 
manufacture)? Or should the cost be 
measured by reference to the varying esti- 
mates from time to time of current money- 
cost of replacing the resources? This is 
one of the most important and most contro- 
versial accounting problems at the present 
time. The answer to the questions clearly 
depends on the purpose for which ‘‘cost’’, 
when determined, is to be used. So, here 
again, we are face to face with different 
interpretations of cost for different pur- 
poses. 

As the period for which cost of produc- 
tion is to be measured is reduced, the 
problem of allocation among periods is in- 
tensified. So it is also with narrowing of 
the volume of production. If we set out to 
measure cost of the total production of a 
particular commodity, we must make allo- 
cations of released resources, not only 
among periods, but also among commodi- 
ties. If we set out to measure cost of 
production of single units of particular 
commodities we must further allocate re- 
leased resources among particular produc- 
tion batches. Thus, there is a pyramiding 
of allocations, at each step taking us further 
and further away from verifiable fact. In 
such circumstances, the truth of the state- 
ment that ‘‘actual’’ cost is a theoretical 
concept, incapable of expression in precise 
terms, becomes more and more evident. 
Yet it is upon such more or less arbitrary 
allocations among periods, commodities, 
and units of commodities, that the ‘‘actual’’ 
costs reflected in financial accounting are 
largely based ; and the accountant who pins 
his faith to ‘‘actual’’ costs should recognise 
that, in fact, he is dependent largely on 
estimates and opinions which may, and do, 
differ from case to case and from person 
to person. There is no good reason why 
the series of estimates on which ‘‘actual’’ 
cost is based in any case should be regarded 
as more reliable than a series of estimates 
on which a ‘‘standard’’ cost is built up. 
There is, on the other hand, one very good 
reason why ‘‘actual’’ cost of production as 


‘ 
Cy 
ee 





340 The Australian Accountant 





Meaning of Cost—continued. 


determined by conventional accounting 
method should not be treated as an accurate 
measurement of, or even approximation to, 
true cost for certain purposes. That reason 
is the fact that, more often than not, 
‘*actual’’ cost of production is a mixture of 
cost and loss. 


We have already spoken of cost of pro- 
duction as the diminution of assets or the 
release of resources in the process of pro- 
ducing goods in a state fit for sale, and of 
loss as an excess of cost over revenue. We 
have seen also how the usual rule for 
*‘valuation’’, for balance sheet purposes, 
of stock on hand involves a mixture of 
cost and prospective loss. In the course 
of any business, some diminution of assets 
(release of resources) takes place without 
any off-setting revenue. If cost exceeds 
revenue, a loss is suffered: if there is no 
revenue the whole of what otherwise could 
have been described as cost becomes loss. 
Hence, loss has been defined as: 


‘*The expiration or disappearance of any 
recognizable resource or economic factor 


without full compensation or recovery’’. 
(4) 


It has also been defined in these terms: 


**Costs which cannot logically be identi- 
fied with any product, either past, 
present, or future are called lossess’’.? 


Now the instances in which a recogniz- 
able resource disappears without full com- 
pensation or recovery, or in which a cost 
incurred cannot logically be identified with 
any product, are innumerable. If a 
machine wears out or becomes obsolete 
before it has completed the full production 
of which it was capable, part of that re- 
source has been released in préduction, 
part has expired without full compensation 
or recovery. If a workman spends part of 






his working time producing goods, and 
part ‘‘filling-in time’’ (because he is un- 
willing to do a fair day’s work, or because 
his labour has been badly organised, or 
because of a breakdown in machinery or a 
failure of supply of materials, or because 
of lack of production orders), part of the 
resource, labour, has been a cost, part has 
been a loss. If materials are spoiled or 
wasted for any reason, the disappearance 
of resources involved is, to that extent, a 
loss and not a cost of producing goods. 

In financial accounting, little or no 
attempt is made to distinguish between 
those releases of resources which result in 
revenue and those which do not. In other 
words there is usually no distinction in 
financial accounting between ‘‘costs’’ which 
contribute to the earning of revenue and 
those ‘‘costs’’ which would be more arru- 
rately described as losses. In cost account- 
ing, on the other hand, an attempt is 
usually made to distinguish costs from 
losses. But even here, subjective opinion 
enters into the question. Interruptions to 
production are inevitable incidents in every 
factory: idleness of plant or labour and 
spoilage of material are in greater or 
less degree inescapable. Hence, even when 
it is decided to discriminate between cost 
and loss, some measure of what could 
theoretically be called loss is usually in- 
cluded in cost, ‘and what that measure is 
depends very much on the specific purpose 
for which cost is being determined. In 
other words, we have again an illustration 
of the fact that cost is differently measured 
and differently interpreted for different 
purposes. Clearly, then, there can be no 
uniform definition of cost and the expres- 
sion cannot be understood, even with a dis- 
tinguishing adjective, without a lengthy 
explanation of the purpose for which it is 
used and the particular concepts on which 
it is based. 


II—THE PURPOSES OF COST ACCOUNTING. 


Cost accounting may be said to have 
three major purposes, each of varying im- 
portance according to circumstances. These 
major purposes are: 

(a) provision of information which will 

be useful im controiling cost, in 





(4) Accountants’ Handbook, 3rd Edition: W. A. 
Paton, Ed. 

(5) Bangs: Accounting Review, Vol. 15: quoted 
in Accountants’ Handbook. 





eliminating avoidable waste and in- 
efficiency, and in the formulation of 
general production and _ selling 
policies ; 

(b) provision of information for finan- 
cial accounting purposes, that is, to 
assist in the preparation of profit 
and loss statements and balance 
sheets ; and 
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Purposes of Cost Accounting—continued. 


(c) provision of information which will 
be useful in solving particular prob- 
lems of business management, such 
as price determination, plant re- 
placement, changes in production 
volume, and the like. 


Perhaps, in the long-run, the ‘‘cost con- 
trol’’ purpose is the most important, and 
certainly it is the purpose which should be 
present in every cost accounting system, 
though it may not be, and seldom is, the 
sole purpose. But, the other purposes 
eannot be ignored, nor should their import- 
ance be under-rated. 


Not only is financial accounting a legal 
necessity, but sound methods of presenta- 
tion of clear financial accounting reports 
are essential for national efficiency. The 
increasing attention now being given to the 
form and contents of published ‘‘accounts’’ 
is symptomatic of the present-day emphasis 
on disclosure of operating results and finan- 
cial position of individual companies, not 
merely in the interests of shareholders, but 
also in the interests of industry generally, 
of Governments and of the community. 

It is significant that, in approving the 
new policy of disclosure, rather than con- 
servatism, as the guiding principle in com- 
pany financial statements, the Cohen Com- 
mittee referred to it as ‘‘accounting with 
a wakening social conscience’’. 

In several respects the new standards of 
financial accounting can be reached only if 
a satisfactory system of cost accounting, 
which will furnish the necessary informa- 
tion, is in operation. In particular, cost 
accounting data is essential for proper 
financial accounting for stock-in-trade and 
for fixed assets. 


‘ 
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Again, an important aspect of industrial 
efficiency, from either the individual or the 
national stand-point, is the degree of 
success with which solutions are found to 
specialized problems as they arise. The 
contribution which cost accounting may 
make to industrial efficiency is not con- 
fined to the provision of information useful 
for cost-control purposes: in particular 
cases and circumstances analysis of cost 
for other purposes may be even more neces- 
sary. This purpose of cost accounting 
differs from the other two purposes in that 
it is best effected through statistical studies 
of cost behaviour, conducted outside books 
of account and adapted to the varying 
necessities as they arise. Such statistical 
study, however, is facilitated if the classi- 
fications used in the systematic cost records 
are so designed as to provide basic informa- 
tion for analysis. 

In the planning of a cost accounting 
system, therefore, classifications of cost 
and procedures for the collection and 
record of data should always be designed 
to furnish the information needed for cost- 
control and for financial accounting pur- 
poses, and to make as easy as possible the 
elicitation of the further information 
needed for statistical analysis for special 
purposes, In other words, cost accounting 
embraces both a formal system of continu- 
ous records and, superimposed on these 
formal records, discrete studies of costs in 
the search for information of particular 
kinds. Over-emphasis on one purpose of 
cost accounting, to the neglect of its other 
purposes, hinders the full development of 
the potentialities of cost accounting as an 
aid to management. 


III—THE ADAPTABILITY OF STANDARD COSTS TO VARIOUS PURPOSES. 


The expression ‘‘standard cost’’ is used 
in two distinct senses, corresponding with 
two distinct meanings of the word standard, 
namely : 

(a) a basis of comparison; and 

(b) a model for imitation. 

Interpretation of ‘‘standard cost’’ in the 
sense of a basis of comparison leads to the 
adoption of what is known as a basic 
standard cost system; interpretation in the 
sense of a model for imitation leads to the 
adoption of what is called a current or 


ideal standard cost system. The two sys- 
tems are essentially different, not only in 
the concepts of standard cost which are 
used, but also in their procedures. Under 
the basic standard cost system, the standard 
is a fized measure, and divergence of 
curret ‘‘actual’’ costs from the standard is 
not intended to disclose the extent to which 
‘‘actual’’ costs have varied from a cur- 
rently attainable level. Under the current 
standard cost system, the standard is a 
variable measure, intended to be used as 


be: 





Adaptability of Standard Costs—continued. 


an indicator of the extent to which per- 
formance has fallen short of, or risen above, 
the currently attainable level. Basic stan- 
dard costs, and the relationship of ‘‘actual’’ 
cost to basic standard, are recorded in 
books of account in memorandum columns 
only. Current standard costs, and vari- 
ations of ‘‘actual’’ costs from current 
standard, are recorded as integral parts of 
a double-entry book-keeping system. 


Confusion between these two distinct 
kinds of standard cost systems is the cause 
of some misunderstanding of the nature of 
standard costs, and, I believe, of much of 
the distrust of standard costs for the pup- 
poses of financial accounting. By hypothe- 
sis, a standard which is to be used in a 
current standard cost system should be a 
measure of what is currently and reason- 
ably attainable. ‘‘Standards which are so 
tight as to be beyond currently attainable 
performance cause large unfavourable vari- 
ances to arise and result in an under-state- 
ment of inventory costs. On the other 
hand, standards which are too loose permit 
excess costs of waste, inefficiency and idle- 
ness to be carried into the inventories.’’‘® 
Failure or neglect to revise a current 
standard whenever conditions so change as 
to make it unsuitable for use as a ‘‘model 
of imitation’’ in current circumstances is 
tantameunt to treating the current stan- 
dard as though it were a basic standard; 
and a basic standard used in a current 
standard cost system is an anomaly. The 
system falls between two stools and receives 
support from neither. 


One great advantage of the basic stan- 
dard cost system is, of course, its economy 
in the work and cost involved in setting 
standards. One great disadvantage is that 
its use as an aid to cost control involves 
a cumbersome method of study (through 
variations from year to year in percentages 
of ‘‘actual’’ cost to standard) of cost vari- 
ances. It is sometimes urged, particularly 
by persons who have a partiality for 
*factual’’ cost, that a basic standard cost 
system is preferable to a current cost sys- 
tem, because it does not interfere with the 
record, in the books of account, of 





(6) Raymond P. Marple: An Investigation into 
the Uses of Standard Costs; Journal of Account- 
ancy, May, 1948. 
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‘*actual’’ costs of goods produced, sold and 
still on hand. But, in view of the indefi- 
niteness of ‘‘actual’’ costs and the impos- 
sibility of determining what ‘‘actual’’ costs 
are, it must surely be agreed that this argu- 
ment is of doubtful validity. ~ 


Current standards are difficult and, in 
many instances costly to determine. Their 
establishment necessitates collation and 
study of past costs over a long period of 
time, careful and exhaustive study of oper- 
ations and processes and of the behaviour 
of costs in response to changes in produc- 
tion conditions and volume, and skilful 
forecasting of the course of market prices 
and labour rates. Moreover, when the 
initial standards are set, this is not the 
end of the matter: the possible necessity 
for revision to keep the standards in line 
with current conditions must be kept con- 
stantly in mind, and it is often difficult to 
determine whether alterations in prices, 
materials, specifications or labour efficiency 
are temporary fiuctuations or lasting 
changes in production conditions. In times 
like the present, enforced use of substitute 
materials or of unskilled or partly trained 
labour introduces serious complexities. 
These are the great disadvantages of a 
current standard cost system. They are 
off-set, in some measure, by comparative 
economy in cost recording, but the great 
merit of a current standard cost system is 
that it discloses automatically and in defi- 
nite and unmistakeable terms, any vari- 
ances of performance from the currently 
attainable level of efficiency. That is, 
always provided that the standards are 
kept up-to-date. It is easy to understand 
disinclination to take the trouble, and incur 
the cost, of constant revision of current 
standards, but it is easy also to sympathise 
with those who are unwilling to accept 
‘feurrent’’ costs as satisfactory bases for 
financial accounting or for income tax 
returns when they know that the standards 
have been tinaltered, in the face of rapidly 
changing production conditions, for long 
periods. 


Basic standard costs were the first form 
of standard costs systems to be incorpor- 
ated in books of account, but they have 
been rapidly and extensively replaced bv 
eurrent standard cost systems, and I 
believe it is true to say that, in Australia, 
by far the largest number of concerns 
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Adaptability of Standard Costs—continued. 


which operate standard cost systems use 
current standard cost methods, if not truly 
‘‘eurrent’’ standards. It may, therefore, 
be presumed that in practice current stan- 
dard cost systems have proved their value 
for cost control purposes—the purpose for 
which in the first place they were designed. 


A summary by Raymond P. Marple, 
Assistant Secretary of the National Associ- 
ation of Cost Accountants, of a recent pub- 
lication by the Association entitled A Re- 
examination of Standards Costs,“ puts it 
thus: 

**Cost standards make possible the separ- 
ation of the quantities of material, 
labour, and services consumed from the 
unit prices of these components. Quan- 
tities are more susceptible of internal 
control than are the prices paid for 
material, labour, and services. Effective 
eontrol of quantities requires detailed 
standards to show how much of each 
material should be used, how much labour 
should be required for each operation, 
and what facilities and services will be 
needed. 


The level at which standards are set 
influences their value for cost control. 
In general, standards may reflect (1) 
theoretical, ideal or maximum efficiency ; 
(2) attainable good performance; or (3) 
average past performance. Standards 
which represent an attainable level of 
good performance’ would appear to be 
most effective for cost control. Such 
standards provide definite goals which 
employees can usually be expected to 
reach and they also appear to be fair 
bases for the measurement of deviations 
for which employees are held responsible 

. . Standards for cost control must be 
kept up-to-date if they are to be accu- 
rate measures of the efficiency with which 
work is performed.”’ 


This authoritative support for current 
standard cost systems to serve the purposes 
of cost control is accompanied by similar 
support, with similar qualifications, for 
their use for financial accounting, budget- 
ing and pricing purposes. On the question 
of the use of standard costs for costing of 
stock on hand, the Association says: 





(7) The Journal of Accountancy: May, 1948, 
p. 402. 


The Australian Accountant $43 


‘‘Standard costs for inventory costing 

purposes, need to be current and reason- 

ably attainable . . . the standard should 
be revised whenever  cost-affecting 
changes of substantial amount take place. 

When standards are not revised often 

enough to represent current price and 

usage rates, it would appear necessary to 
adjust inventories from standard to 
approximately actual cost. Even though 
the final inventory is stated at actual 
cost, the use of standards on the books 
facilitates accounting for costs by elim- 
inating a considerable amount of de- 
tailed tracing of costs.’’ 

For budgeting: 
‘The reliability of standard costs stems 
from the fact that they have been based 
on careful studies of material usage 
requirements, operation methods and 
time, variability of costs with volume, 
and the best management of equipment. 
Furthermore, when the standards have 
been tested and performance under them 
has been recorded, there is a good basis 
for predicting what performance can be 
expected in the future.”’ 
And, daring as it may seem to the sticklers 
for ‘‘actual’’ cost: 
‘‘Standard costs are more useful for 
pricing purposes than actual costs for 
the following reasons: 

Being based on carefully determined 
usages of material and labour, they 
do not include the accidental distor- 
tions caused by excess spoilage, re- 
operations, ete. To the extent that 
these excess costs are avoidable by 
competitors, they probably are not 
recoverable in selling prices. 

2. Adjustments of standard costs to 
reflect change in material, prices and 
labour rates are easily made because 
of the separate prices and quantity 
standards. 

3. Standard overhead rates based on 
normal activity levels provide an 
acceptable base for prices which will 
provide for full recovery of overhead 
costs in the long run. 

4. Standards provide a practical method 
of assigning marketing costs to pro- 
ducts to obtain complete product 
costs.’’ 

And, finally, ‘‘the use of standard costs 
saves clerical expense by eliminating the 
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Adaptability of Standard Costs—continued. 


detailed record-keeping necessary for actual 
costs. Expenses are reduced by: 


1. Keeping stock ledgers in terms of 
quantities only. 

2. Pricing and extending requisitions 
and bills of material at a uniform 
standard in place of a computed 
actual. 


3. Computing cost of goods finished by 
extension of quantities at standard. 
4. More timely issuance of reports. 


5. Saving of executive time through 
reports based on the principle of 
exceptions. 


6. Saving of time in assembling costs 


for budget preparation and pricing 
studies.”’ 
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That is the American experience, on the 
authority of the N.A.C.A. Other lecturers 
in this series will, doubtless, speak to you 
of Australian experience, but it is evident 
that, in the home of cost accounting, a 
strong case has been made out for current 
standard cost systems as the nearest prac- 
ticable approach to an economical all- 
purpose method of cost accounting. They 
may fairly be so described because, pro- 
perly operated and supervised, they can 
be made to serve well the two major pur- 
poses of cost aceounting which are effected 
through a continuous formal record; and 
they facilitate ad hoc statistical analyses 
of cost for specific purposes, because they 
are themselves based on a preliminary 
thorough study of costs as distinct from 
avoidable losses and of .the effects of 
changes in production volume. 


IV—CONCLUSION. 


It will be evident that, in my treatment 
of the subject allotted to me, I have been 
influenced by the fact that this is the 
introductory lecture in a series devoted to 
an examination of standard cost methods 
as practiced in Australia. That being so, 
attention has been concentrated particu- 
larly on cost concepts and terminology 
which directly relate to standard cost 
systems as compared with historical cost 
systems. -There is, unfortunately, a widely- 
held view among accountants and others 
that standard cost is something to be feared 
as unsafe, at least for the purposes of 
financial accounting. I have tried to show 
that so-called actual cost is no safer than 
scientifically determined current standard 
cost, so long as the current standards are 
kept up-to-date, and that the valud of stan- 
dard cost systems for most, if not all, cost 
accounting and financial accounting pur- 
poses is much greater than that of actual 
eost. I have not entered into any detailed 
discussion of methods, because they will 
be adequately dealt with by other lecturers. 
Nor have I done much more than touch the- 
fringe of the subject of Cost Accounting 
Concepts and Terminology. Cost Account- 
ing terminology, in particular, is in a 
deplorable state. It would take many 


lectures to explore this field with any pre- 
tence at thoroughness; and, doubtless, it 
will take many years and the work of many 
researchers to bring about greater uni- 
formity in cost accounting terms. Recent 
experience in the clarification and refine- 
ment of financial accounting terminology 
shows that the task is not impossible; :t 
also shows that progress in such matters 
is, at first, bound to be slow, but that the 
cumulative effects of concentration § of 
many minds over a long period eventually 
produces results with an apparent sudden- 
ness which is at first sight surprising. The 
Australasian Institute of Cost Accountants 
has a fine record of service to cost account- 
ing and cost accountants in Australia. 
Under the direction of a band of enthusi- 
astic workers, it is constantly giving evi- 
dence of its virility and its capacity to lead 
the study of cost accounting in Australia 
and to stimulate the use of cost accounting 
as an invaluable aid to business manage- 
ment. It could, I believe, add to its well- 
won laurels by a programme of research 
and education in the proper use of well- 
selected cost accounting terms, with the 
eventual object of bringing about a greatly 
needed degree of uniformity in cost 
accounting terminology. 
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THE LAW RELATING TO THE 
DIVISIBLE PROFITS AND DIVIDENDS OF 
LIMITED LIABILITY COMPANIES 


by 


A. H. Mann, m.B.E. and K. C. KEown, A.1.¢.A., A.M.T.C. 


(Being a Commonwealth Institute of Accountants’ Research Lecture delivered at 
the University of Queensland on 7th September, 1948, and at the University of 
Sydney on 9th September, 1948.) 


During the last half century there has 
been much discussion among lawyers and 
accountants about the rules relating to the 
payment of dividends by Corporations and 
the funds available for that purpose. 

We have become familiar with two points 
of view; that of the accountant who wants 
to determine how much the business has 
produced in the relevant trading period, 
and, therefore, what surplus there is to 
withdraw ; and that of the lawyer who asks 
what power has the company to pay money 
to its shareholders and whether the pro- 
posed payment is within the relevant 
power. 

The two different points of view find com- 
mon ground in such early cases as Davison 
v. Gillies (1880), 16 Ch.D. 347; and Dent 
v. London Tramways Co. (1880), 16 Ch.D. 
344, where Jessel M.R. expressed the view 
that maintenance of a tramway must be 
eharged to revenue before there is any 
money available for dividends. Since then 
a line of cases commonly known as the Lee 
v. Neuchatel series have laid down a general 
rule to the effect that capital may be sunk 
and lost and yet a company may continue 
to pay dividends without making up the 
loss out of revenue. 

This rule is generally thought to be out 
of harmony with the principles of account- 
ancy as enunciated to-day, and our main 
purpose is to examine the rule and its back- 
ground, in order to determine as far as pos- 
sible its scope and application, and to con- 
sider whether the law on the subject should 
now be brought into harmony with the prin- 
ciples and practice observed by accountants. 

It must be remembered that at the time 
when the law on this subject was developed, 
there were no rules of accountancy relat- 
ing to the determination of profit which 


were clearly defined or generally accepted 
in practice. The judges who decided the 
earlier cases expressly stated that it was 
for business men to determine what were 
the most appropriate methods of account- 
ing, and refrained from making detailed 
rules on the subject ‘‘for the guidance or 
embarrassment of business men,’’ as Lord 
Maenaghten put it in Dovey v. Cory. 


ACCOUNTANCY AS AN ORGANISED 
PROFESSION. 


Accountancy as an organised profession 
is relatively young. It had its origin in the 
desire of reputable accountants to protect 
themselves and their name from the bad 
reputation which had been gained for the 
name ‘‘accountant’’ by bankruptey trus- 
tees during the 19th century. During the 
whole of the 19th century, there had been 
a great growth in the development of bank- 
ruptcy law and practice. With the original 
enactment and subsequent development of 
the Bankruptcy Statutes, there arose a need 
for a class of man who was capable of acting 
as trustee. The men who undertook this 
type of work were very varied in their 
training and occupation. Many of them had 
no formal training or experience in accoun- 
tancy as such and they had no professional 
reputation to uphold. Consequently many 
men of ill repute undertook this type of 
work. Professor Littleton, in his work on 
‘* Accounting Evolution to 1900,’’ describes 
how the accountants who were registered as 
trustees in bankruptcy also carried on work 
of many differing types; for example, in 
1870, auctioneers, bailiffs, brokers, debt 
collectors, law clerks, law stationers, hat- 
ters, tailors, publicans, keepers of refresh- 
ment rooms and wine merchants, were all 
undertaking work of bankruptcy trustees 
and calling themselves accountants. The 


, ‘ 
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work of these men brought the term 
‘‘accountant’’ into disrepute—so much so 
that it received judicial censure, for in 
1875, Mr. Justice Quain made his now 
famous remark, ‘‘The whole affairs in 
bankruptcy have been handed over to an 
ignorant set of men ¢alled accountants, 
which is one of the greatest abuses ever 
introduced into the law.’’ It is not sur- 
prising, therefore, that the skilled and 
experienced accountants should have 
banded together into professional associ- 
ations, which were to safeguard the name 
‘‘accountant,’’ and to teach the public to 
discriminate between skilled and unskilled 
practitioners. 

The two majn associations in England 
were the Institute of Chartered Account- 
ants in England and Wales, which received 
its Royal Charter in 1870, and the Society 
of Incorporated Accountants and Auditors 
which was incorporated in 1885. From the 
outset these two organisations set a high 
standard of entrance qualifications and pro- 
fessional practice, but it can be appreciated 
that it would take a long time before their 
work, and the work of skilled and reputable 
accountants, could undo the damage which 
the earlier malpractices had done. 


THe INFLUENCE OF THE LAW RELATING 
To SettLep Estates. 


The only reliable accounts known to the 
judges at the close of the last century were 
the accounts taken in Courts of Equity for 
many years. These accounts were in form 
and substance cash statements. If an execu- 
tor or trustee had to account he had first 
to acknowledge exactly what he had 
received and then show just how he had 
spent it. Any balance outstanding would 
then be clearly shown. 


Another matter of legal experience prob- 
ably had a direct influence on the judges. 
In settled estates and invested funds of all 
kinds, the beneficiaries were usually a ten- 
ant-for-life who received income produced, 
and the remainderman who received the 
capital fund when the tenant-for-life died. 
There was here an obvious analogy to the 
shareholders in a company, who had two 
different interests ; a right to receive income 
during the company’s life and a share in 
the surplus or ‘‘corpus’’ upon the liquida- 
tion of the company. Modern cases involving 
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the rights of preference shareholders often 
bring out these two interests in sharp 
contrast. 


There was a well settled rule of Equity 
in relation to invested funds and that was 
to the effect that an investment of money 
in authorised securities was treated as 
permanently invested ‘‘capital,’’ and since 
it was an authorised investment, the Court 
assumed that the testator or donor intended 
the tenant-for-life to have the actual income 
produced (if any) and no more; and, as a 
result, the net income went to the tenant- 
for-life and the actual corpus (if any) after 
the death of the life tenant went to the 
remainderman. Two separate accounts were 
kept, a capital account and an income 
account. 


Income was not charged with capital 
expenditure or depreciation, since this 
would have the effect of increasing the 
share of the remainderman at the expense 
of the life tenant. If, on the other hand, 
the money was invested in unauthorised 
securities (e.g., pending eonversion), the 
tenant-for-life did not receive the net 
income. The Courts regarded unauthorised 
securities as of a hazardous nature and 
treated the investment as purely tempor- 
ary. The tenant-for-life received as income 
the amount which would be produced by 
an authorised investment (say 4%) even if 
this had to come out of capital moneys, and 
the balance of income (if any) produced 
by the unauthorised investment was cred- 
ited to capital pending conversion. 


A great deal of the language used by the 
judges in the earlier cases suggests that 
this analogy presented itself to their minds, 
and the Lee v. Neuchatel series of cases has 
given some basis for the often-expressed 
view that a company owning property of a 
hazardous or wasting character can dis- 
regard losses of capital, whereas a normal 
trading company cannot. Such a view is, 
however, not entirely in harmony with the 
law relating to settled estates, since in deter- 
mining whether capital losses could be dis- 
regarded, the test was to ascertain whether 
the investments were authorised or not, and 
if so, capital waste could be ignored. In the 
cases under discussion we assume that the 
company’s business is not ultra vires, and, 
therefore, is ‘‘authorised,’’ and by analogy 
a wasting asset need not be kept up, but 
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there was no corresponding rule that an 
authorised investment of a non-hazardous 
nature need be kept up. The accounts for 
income and capital were kept separately 
for all authorised investments. 


The law in relation to settled estates had 
elearly established two kinds of income. 
First, the whole income actually produced 
after deducting cash outgoings for the year, 
and, second, the notional income paid to 
the tenant-for-life pending conversion of 
investments which ought to be converted. 
In either case the income was paid into a 
separate income or revenue account and 
capital transactions only were entered in 
the capital account. 


It followed from the legal rights of the 
respective parties that an increment in 
value of capital assets could not be paid 
to the life tenant and could never appear 
as income or profit in.the revenue account. 
Similarly, losses of capital investments 
eould not be charged to the tenant-for-life, 
and were, therefore, not chargeable to 
income. 


Tue DovusLtE Account System. 


The separate capital and income accounts 
used in relation to settled estates must have 
influenced the lawyers who drafted the 
articles of many companies in the 19th 
eentury, and it is not surprising to find 
this feature in many of the early balance 
sheets. These balance sheets were prepared 
according to the double account system, 
which appears to have been originated not 
by accountants but by lawyers. Dicksee, in 
the 1903 edition of his book on accounting, 
is of this opinion, and the nature of the 
account itself lends support to this view. 
Dicksee stresses the importance of dis- 
tinguishing clearly between items of income 
and items of a capital nature, as did the 
judges ; e.g., Lord Justice Lopes in Lee v. 
Neuchatel Asphalte Co. said that capital 
and revenue accounts were two separate and 
distinct accounts and demonstrated that 
capital accretions could not be called profits, 
nor could capital losses be regarded as 
losses of revenue. 


Once it is established that a company 
may by its articles prescribe its own methods 
of accounting and set out its own rules as 
to the ‘‘determination of profits,’’ then it 
follows that a company which adopts the 
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double account system will be able to leave 
capital losses in its capital account and 
yet in future years show a net profit or 
gain in its separate revenue account with- 
out making good the earlier losses. 


This method of accounting, which should 
perhaps be regarded as a stage in the evolu- 
tion of accounting methods or perhaps as a 
compromise between the views held by 
lawyers and:accountants at the time, became 
very popular towards the end of the 19th 
century and was adopted by very many 
companies of all kinds. It was also adopted 
as the most appropriate method to be used 
by public utility companies which were 
then being established in large numbers. 
The Regulation of Railways Act 1868, 
applying to railway companies in general, 
set out forms of accounts to be kept by 
railway companies in accordance with this 
system and similar provisions will be found 
applying to gas companies under the Gas- 
works Clauses Act 1847 and 1871 and to 
many other public utility companies. 


Modern trading companies do not keep 
their accounts on the double account sys- 
tem owing to the progress that has been 
made during the current century, but the 
same progress has not taken place with 
public utility companies whose develop- 
ment in this direction has been hampered 
by legislation specifically dealing with the 
form of the companies’ accounts. 

As a matter of business expediency the 
double account system is not suitable for 
companies carrying on business under mod- 
ern conditions, although Coles in his book 
on accounting, published in 1937, makes 
the suggestion that it might be useful as 
an additional source of information. In 
accounting for trust estates it is possible 
by applying precise rules of law to appor- 
tion each asset comprised in the estate 
between corpus and income. Accountants 
will be familiar with the form of cash book 
which is used in trustee accounting. In a 
normal trading company, of course, it is 
impossible to segregate sharply the assets. 
The long-term expenditure of the company 
—the so-called capital assets—actually 
becomes merged with the other assets, 
and any attempted segregation is purely 
artificial. 

Another aspect of the double account 
system is that it was not originally designed 
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to take account of depreciation of fixed 
assets but left the original cost of the asset 
intact and charged renewals and replace- 
ments against revenue. Instead of writing 
down the original cost by a series of instal- 
ments until the cost was finally extinguished 
the system depended on leaving the assets 
at their original value or cost and keeping 
them up to that figure by spending revenue 
on replacements and repairs. 


Up to the end of the 19th century, ques- 
tions of profit determination and of form 
and method of accounting appear to have 
been left to the legal draftsmen, but towards 
the end of the 19th century, rules and prin- 
ciples of accounting were being formulated 
by accountants and their specialised study 
of the subject has brought about a great 
change both in the form and substance of 
accounts. At the same time, a more gradual 
change in the nature of companies them- 
selves was having its effect. The principle 
of limited liability was gaining more general 
acceptance in the community, although it is 
clear that companies with limited liability 
were not regarded as respectable members 
of society even at the end of the 19th cen- 
tury. The popular view was reflected by 
W. S. Gilbert’s ‘‘Utopia Limited,’’ pub- 
lished in 1893 :-— 


Some seven men form an Association 

(If possible all Peers and Baronets), 

They start off with a public declaration 

To what extent they mean to pay their 
debts. 

That’s call’d their Capital;*if they are 
wary 

They will not quote it at a sum immense. 


They then proceed to trade with all who'll 
trust ’em, 

Quite irrespective of their capital. 

(It’s shady, but it’s sanctified by 
custom) ; 

Bank, Railway, Loan or Panama Canal, 

You can’t embark on trading too 
tremendous— 

It’s strictly fair, and based on common- 
sense. 


The development of trade and the 


increased demand for collective enterprises 
brought about a great change in the outlook 
of the community. 
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THE DEVELOPMENT OF THE LIMITED 
LIABILITY COMPANY AND THE EVOLUTION 
oF ACCOUNTING. 


The two biggest influences on the evolu- 
tion of the limited liability company have 
been : 

1. The development of joint stock com- 

panies in the early 16th century, and 

2. The development of the concept of 

limited liability. 

The joint stock company arose in the 
early 16th century as a result of two major 
historical events. These were :— 

(a) The disruption of trade routes to 
the East, consequent upon the cap- 
ture of Constantinople by the Turks 
in 1453. This made it imperative 
that alternative routes to the profit- 
able trading centres of the Orient be 
discovered. 

(b) The discovery of silver in Mexico by 
Spaniards in 1532 acted as a tre- 
mendous lure to Europeans generally 
and especially Englishmen. 

Both of these things, the need to find 
alternative routes to the Orient and the 
prospect of vast metallic wealth in the New 
World, offered attractive prospects for 
profit from speculative ventures. At the 
same time, however, these were ventures of a 
speculative nature—they were not business 
in the sense of an activity giving rise to a 
steady income from the investment of 
capital. 

Before the 16th century, business in 
England was organised either in partner- 
ships or in the form of regulated companies. 
In the case of partnerships, the members 
contributed capital and also took an active 
part in the conduct of the enterprise. In 
the case of regulated companies, tradesmen 
engaged in some particular trade formed 
themselves into an association for the pur- 
pose of fixing standards for their products, 
and to define the boundaries of the various 
marketing areas to be observed by mem- 
bers. The executive body of the associa- 
tion exercised a general control over the 
activities of the members but generally 
took no part in the members’ actual trad- 
ing. Each member manufactured his own 
goods according to the prescribed stand- 
ards and employed his own capital and 
labour in doing so. He recovered his 
invested capital and realised his profits 
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from time to time by selling his own wares 
in the appropriate market centres. This 
system restricted the efforts of each crafts- 
man to his own resources but gave him the 
benefit of uniform standards and regulated 
marketing. 

The ventures associgted with the finding 
of new trade routes to the East and the 
exploration of the New World were of an 
extremely hazardous nature, in fact, many 
were in the nature of military operations. 
This being the case, there arose a need for 
a type of organisation wherein a person 
could invest capital, but in which he need 
not take an active part. People were will- 
ing to risk their capital in a venture which 
might bring them untold wealth in return, 
but they were not ready to risk life or 
limb for the same end. Consequently, there 
developed the joint stock company. 

In the original form of this organisation, 
the capital was contributed for a singlé 
venture, and at its conclusion the assets 
were completely realised and the total cash 
of the company distributed among the share- 
holders. The accounting for such an organ- 
isation was very simple and involved no 
advance on established techniques. The 
next stage in the development of the joint 
stock company did, however, call for a 
development of accounting. 

This development was away from the 
single venture type of company to that of 
a company formed to undertake a series of 
ventures. Here there was not a realisation 
of property at the conclusion of each ven- 
ture, but the balance remaining at the end 
of one was earried forward, and included 
in the account of that following. Accounting 
problems arose in this type of organisation 
when a member wanted to withdraw his 
capital or transfer his share to another. 
Thtre could not be a complete realisation 
of assets, as there would be in the ease of 
a single venture, and consequently some 
aecounting technique had to be developed 
to replace the realisation method of comput- 
ing the value of a member’s holding. This 
development was to value the asset on the 
basis of what it was worth in the current 
market and thus compute the value of each 
member’s share. 

Further permanency to the joint stock 
company was given by the next stage in 
the development of British trade and 
exploration in the Far East and the New 
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World. With the finding and development 
of new routes to the Orient and the estab- 
lishment of colonies in the New World it 
became necessary to change the character 
of British enterprises in both areas. 
Hitherto, trade had been carried on from 
ships and there had been no permanent 
With the growth 
in magnitude of the trade and with com- 
petition from the then hostile Dutch it 
became necessary for permanent shore 
establishments to be formed. In India, for 
example, the East India Company found it 
necessary to establish permanent fortified 
posts from which to conduct their trade. 
This need to invest funds in long-lived 
assets, made it imperative to obtain perma- 
nent capital from the members of the com- 
panies engaged in this trade. The capital, 
therefore, came to be contributed in the 
form of non-terminable stock instead of 
the previously terminable stock repayable 
at the end of each venture. 


shore bases established. 


This latter development introduced the 
biggest change yet in the method of account- 
ing. Previously, members of joint stock 
companies received a distribution of profit 
when their capital was returned to them 
at the end of each voyage or series of voy- 
ages. Now, however, their capital was con- 
tributed permanently and some method had 
to be evolved whereby the profit earned 
could be computed from time to time and 
a distribution made to members. This 
development is really the beginning of 
accounting as we know it, because, without 
this breaking up of the life of a business 
into arbitrary periods, the only accounting 
problem is one of recording and the double 
entry system of book-keeping was well 
developed before the 16th century. With 
the necessity of determining periodic income 
accounting was faced for the first time with 
the problems of depreciation and inventory 
valuation, which occupy such a large place 
in our discussions of profit and the dis- 
tinction to be drawn between capital and 
income. 


DEVELOPMENT OF LIMITED LIABILITY. 


The other great influence on the develop- 
ment of the limited liability company was 
the growth of the concept of limited 
liability. 


ry 
iM 
oe 


We bee 





350 The Australian Accountant 


Professor Littleton, in his scholarly 
‘*Accounting Evolution to 1900,’’ shows 
how this concept grew out of the recog- 
nition of corporate bodies as being separate 
and distinct from their members, and con- 
sequently no contractual obligations could 
arise between members and creditors of a 
corporation. As Professor Littleton states 
‘*Inter-relations between shareholder, cor- 
poration and creditor are matters of con- 
tract between separate entities. If C. (the 
corporation) owes £1,000 to C.R. (the cor- 
poration creditor), there is no point of 
contact between C.R. and S. (the share- 
holder), for there has been no meeting of 
their minds in agreement .. . There is no 
way under the long established law of con- 
tract of establishing any debt obligation 
running between S. and C.R. because of 
their separate relation to the corporation. 
Hence there is no escaping the conclusion 
that the shareholder in a corporation can- 
not be liable (unless by specific agreement 
to the contrary) for corporate debts beyond 
his investment or unpaid subscriptions, so 
long as the corporation is regarded as a 
separate entity with its own power to con- 
tract, hold property, ete.’’“ 


This is no place to extend a discussion of 
the concepts underlying limitation of liabil- 
ity, but it is important for our present pur- 
poses to note when shareholders’ liabilities 
were first limited by law. 

Although by the 17th century limitation 
of liability was well established in Conti- 
nental partnership law and also in Scot- 
land, the concept was not applied in Eng- 

,land to partnerships, and only to companies 

during the 19th century. In 1825, a statute 
passed by the English Parliament repealed 
the ‘‘ Bubble Act’’ of 1719, which had pro- 
hibited joint stock companies, and in it was 
contained power for the Crown to grant 
charters to companies wherein the members’ 
liability would be limited. It was only in 
1855, however, that the Companies’ Act of 
that year enabled companies registered 
under the Act of 1844 to be granted limita- 
tion of liability. 

This establishment of the concept of 
limited liability completed the development 
of the limited liability company as we know 
it to-day. It placed further responsibilities 


MA. C. Littleton—Accounting Evolution to 
1900, p. 244. 
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on accounting because it reinforced the 
already existing need to differentiate 
between capital and income by demanding 
that creditors’ rights be secured by main- 
tenance of the company’s capital. It became 
more than ever necessary, therefore, to see 
that the capital was not returned to share 
holders in the guise of dividends. 

During the last half of the 19th century, 
therefore, the limited liability company 
was well established and placing responsi- 
bilities on the accounting profession, which 
it was not ready to accept. Although book- 
keeping techniques were well established 
and capable of dealing with any of the 
demands of existing businesses, accounting 
had not yet developed the principles which 
were to enable it to determine periodic 
profit or income. The Companies’ Acts did 
not define income and inevitably contro- 
versies arose in companies as to whether 
or not profit existed for the payment of 
dividends. The accountancy profession 
being unable to decide the problem, the 
Courts were called upon to do so. To quote 
Professor Littleton, ‘‘ . until the prin- 
ciples guiding that caleulation (the deter- 
mination of income) had been established, 
differences of opinion would arise which 
would be taken to the Courts. The Courts 
were thus called upon to consider issues 
which were of importance to accounting 
before accounting literature (as contrasted 
with book-keeping texts) began to 
appear. ’’®) 

It is interesting in this connection to note 
that the first purely accounting text book 
to appear in England was Pixley’s ‘‘ Audi- 
tors, Their Duties and Responsibilities,’’ 
published in 1881. In that work, Pixley 
drew heavily on Court decisions when dif- 
ferentiating between capital and income. 
He, therefore, approached it from the legal 
point of view—not the accounting. Most 
British books on accounting and auditing 
have, to a great extent, followed Pixley’s 
lead. 


Earuy ATTEMPTS TO FORMULATE RULES. 


It appears, therefore, that at the time 
when the Courts were endeavouring to 
determine what moneys could be paid to 
shareholders as dividends, the Accountancy 
profession was unable to step forward with 


(*) re Cc. ‘Littleton—Accounting Evolution to 
1900, p. 214. 
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any well-tried rules for the Courts to adopt. 
Even in 1917, when the Court was dealing 
with this question and Sir Woodburn 
Kirby and Mr. Gibson, both leading mem- 
bers of the profession, were called to give 
expert evidence in relation to accounting 
practice, Mr. Justice Peterson found him- 
self unable to adopt the principles stated. 
(Ammonia Soda Company v. Chamberlain 
(1918, 1 Ch. 266)). The evidence was to 
the effect that it was contrary to all prin- 
ciples of commercial accountancy to write 
up the value of a fixed asset and apply the 
surplus so obtained to meet a deficit on 
trading, and that nothing should be taken 
into profit unless it is first realised. The 
trial judge pointed out that these expres- 
sions were far too wide and gave as an 
illustration that stock and book debts are 
necessarily brought into account before 
realisation. The judge could not see any- 
thing in the law which prevented a com- 
pany from setting out its assets at their 
full value. 

Perhaps it was not possible to lay down 
any universal rules because a company 
could then, and can now, be formed for 
any lawful purpose. It need not be formed 
for the purpose of carrying on a business 
at all, and clearly the purpose of the com- 
pany must be defined before the appropriate 
form of accounts could be determined, and 
in any case the form of accounts would have 
to be drawn up in such a way as to express 
the effect of various legal relationships 
created by the constitution of the company. 
For example, there seems to be nothing to 
prevent a company from being formed in 
such a way as to express in its constitution 
the provisions of a family settlement. The 
assets could be transferred to the company 
in return for shares divided into classes 
for the various beneficiaries interested in 
the scheme. ‘‘A’’ class shares could be 
given to the tenant-for-life and could be 
made to participate in dividends during 
the lifetime of the shareholder. ‘‘B’’ class 
shares for the remainderman could be 
expressed to carry no right to dividend 
but to share only in the corpus upon the 
winding up of the company at the end of 
the life tenancy. As a further example, a 
company could be formed for the purpose 
of accumulating contributions from an indi- 
vidual and then investing the entire pro- 
ceeds in an annuity on that person’s life. 
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The company’s main purpose would then 
be to collect and pay over the annuity pay- 
ments to the recipient, and the company’s 
activities would come to an end upon the 
death of the annuitant. 

Other examples might be given and in 
each case it would appear that a company 
formed for such purposes would come 
within the requirement of the Companies’ 
Act that companies should be formed for 
some lawful purpose. The methods of 
accounting to be employed and the deter- 
mination of what money should be paid to 
the members would have to be determined 
on principles entirely different from those 
governing a normal company carrying on 
a continuous business. In the case of a 
company formed to receive and pay-an 
annuity to an individual, it would be 
natural to expect that the company would 
pay out the whole of the money received, 
after deducting administration expenses, 
without making any attempt to replace the 
capital outlaid in purchasing the annuity, 
unless it were clear from the objects of the 
company that the company was to continue 
its existence after the death of the annui- 
tant, or that the promoters contemplated 
conserving the capital for the benefit of 
other persons after the death of the annui- 
tant. On the other hand, when a company 
is formed to run a business for an indefinite 
period, it is normal to expect that on the 
dissolution of the company at any time, the 
business could be sold for approximately 
what it cost and, therefore, it is generally 
accepted as a cardinal rule of business 
that the capital value of the company’s 
investments must be kept up. 


Tue ARTICLES AS THE DETERMINING 
FACTOR AND THE DOcTRINE OF ULTRA 
VIREs. 


Accordingly, the Courts looked to the 
articles and memorandum which defined 
the company’s objects as the appropriate 
documents to lay down any rules governing 
the payment of moneys to shareholders. 
The constitution of every company was 
available for publie inspection and so any 
special rules would come to the notice of 
the public. The members of the company 
could make any arrangement they wished 
provided it was lawful, and so the Courts 
laid down the rule that it was primarily for 
business men to make their own methods of 
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accounting, and the method presented in 
the articles would be followed subject to 
the over-riding power of the Court to pro- 
hibit anything that was dishonest or ultra 
vires the company. At that time, too, the 
recently established doctrine of limited 
liability, as applied to companies, was still 
regarded with suspicion, and the Court 
seemed to regard as its main function in 
these cases the prevention of frauds and 
the protection of investors and creditors, 
especially the latter. 

This idea is very strongly expressed in 
Trevor vy. Whitworth (12 A.C. 409, 415), 
when it was clearly laid down that a limited 
company was required to set out its share 
capital in its memorandum in order to pro- 
tect the creditors. The capital could be in- 
creased, but €ould not be otherwise altered, 
so that a creditor would be assured that the 
capital of the company was intact except 
for so much as had been invested on some 
object specified in the memorandum. Credi- 
tors understood the ordinary risk of losses 
involved in spending money on the objects 
set out and could assess the risk by the 
‘nature of the objects, but the legislature 
intended that they should have the right to 
rely on capital not being diminished by 
expenditure outside these objects or by a 
return of capital to shareholders. It was 
pointed out that experience had shown 
that some provision was needed to reduce 
capital and write off capital wholly lost, 
and for this purpose the Act of 1867 intro- 
duced Reduction of Capital for the first 
time, subject to very stringent safeguards 
designed to prevent abuse. 

When Trevor v. Whitworth was decided, 
it was usual to set out the objects in simple 
terms and creditors could readily ascer- 
tain the purposes for which the company 
would spend its money. Nowadays, with 
the practice firmly established of express- 
ing as main objects every conceivable ven- 
ture and business, and numerous mere 
powers, it is quite impossible to gain any 
impression of the company’s stability by 
merely perusing the memorandum. This, 
eoupled with the fact that companies with 
limited liability are now fully accepted as 
normal trading entities in the business, 
world, has entirely removed the force from 
the consideration so strongly expressed in 
Trevor v. Whitworth. Indeed, it may be 
seriously questioned whether the doctrine 
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of ultra vires serves any useful purpose 
to-day. The Cohen report, published in 
England in 1945, urges its abolition at’ 
least so far as persons outside the company’s 
membership are eencerned. 

We must remember, however, that this 
doctrine was of very great importance when 
the rules under discussion were being 
developed. The decline in the importance 
of the doctrine of ultra vires is due to a 
variety of ‘causes, which seem to depend 
upon the fact that companies are now 
accepted as normal business entities, and 
even companies with limited liability are 
often accorded credit facilities much more 
readily than enterprises with unlimited 
liability. This, in turn, is largely due to 
the high standard observed by accountants 
and auditors. Company frauds on a large 
scale have been practically eliminated and 
the role of the creditor has shrunk in impért- 
ance. When Trevor v. Whitworth was 
decided, the rights of the creditor were tle 
first consideration, and even to-day in the 
Companies’ Acts we still find elaborate 
provisions designed to protect creditors. 
The time has come, however, to consider 
whether it is any longer necessary to allow 
the creditors’ interests to over-shadow the 
entire constitution of. the company and 
whether, indeed, the provisions designed to 
protect the creditor do, in fact, serve any 
useful purpose at the present time. 

In our view the abolition of the doctrine 
of ultra vires would do no harm, but would 
dispénse with a lot of rules which appear 


to be of purely academic interest. We 
recommend elsewhere that simce_ the 
accounts of modern companies can no 


longer give a creditor the special informa- 
tion that he will occasionally require, his 
interests would be fully met by a right to 
approach the Court to obtain accounts 
designed to give him the information he 
requires whenever it is necessary for him 
to have it. 

FUNDAMENTAL RULES APPLIED BY THE 

Courts. 

In dealing with dividends the Courts 
applied two fundamental rules :— 

1. Dividends must not be paid out of 

capital, and 

2. Dividends can only be paid out of 

profits. 
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The distinction between these two rules 
is not always clear, especially since the 
term ‘‘profits’’ is not clearly defined, but 
the two rules have been distinguished in 
many of the cases. Lindley L.J. in Lee v. 
Neuchatel Asphalte Co., 41 Ch.D. 1, shows 
that the first rule is well established by the 
cases and is based on the considerations 
set out in Trevor v. Whitworth. It, there- 
fore, applies to all companies. 

The second rule is not a rule of general 
law but is a provision commonly inserted 
in the articles of companies. It has been 
given legislative force in Victoria in Sec- 
tion 367 of the Companies’ Act, 1938. It 
occurs also in Table A and is applicable 
to most companies. Lindley L.J. dis- 
tinguishes between the two rules in this 
way— ‘The law is much more accurately 
expressed by saying that dividends cannot 
be paid out of capital, than by saying that 
they can only be paid out of profits. The 
last expression leads to the inference that 
the capital must always be kept up, and 
be represented by assets which, if sold, 
would produce it; and this is more than is 
required by law.’’ 

If that statement could be taken literally, 
it would be possible to say that all com- 
panies, which by their articles are gov- 
erned by the second rule set out above, 
must keep their capital intact, and could 
not pay dividends whilst capital losses 
remained in the accounts. This would 
clarify the position for all Victorian com- 
panies and most others. 

Examination, however, of the decided 
eases shows that most of the companies in 
the Lee v. Neuchatel series included pra- 
visions to the effect of the second rule in 
their articles. The Articles of the Neuchatel 
Company itself and of the General Invest- 
ment Trust Company both contained such 
provisions. It seems, therefore, that such 
a provision in the articles cannot be relied 
on to prevent a company from paying 
dividends notwithstanding capital losses. 

The term ‘‘profits’’ does not solve the 
difficulty without further definition, since 
the expression has been given different 
meanings in different cases. In Dovey v. 
Cory, Lord Macnaghten pointed out that 
the expression could only be defined in rela- 
tion to each particular company, and that 
no great difficulty would be experienced in 
deciding what were profits in any particu- 
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lar case. Perhaps this statement is unduly 
optimistic, but if the articles are drawn up 
so as to set out the appropriate rules the 
meaning of the expression should be very 
readily determined. 

Perhaps the two rules amount to this— 
that if the memorandum authorises the 
company to invest its capital in something 
that will gradually waste away, and if the 
articles do not require the directors to make 
provision for depreciation, then the pay- 
ment of the total revenue less expenses in 
dividends will not constitute a return of 
capital to the shareholders. The loss of 
capital is due to the wasting nature of the 
asset, and in the absence of any provision 
requiring depreciation to be written off 
then the payment of dividends will not be 
the direct cause of the capital loss. The 
same result may be reached, even when 
dividends can only be paid out of profits, 
provided that there is still no requirement 
that depreciation shall be charged against 
revenue. In such a case, the word “‘ profit’’ 
is taken to mean revenue less expenses. 
Such a meaning for the word ‘‘ profit’? may 
seem foreign to the ideas of modern business 
men, but it was used in precisely that sense 
in the English Income Tax Act of 1878 (see 
Coltness Iron Co. v. Black (1881), 6 A.C. 
315) where Lord Penzance indicated that 
‘*profits’’ normally take into account the 
outlay in capital development, but held 
that the Act used the word ‘‘profit’’ in a 
different sense as meaning revenue from 
the mine without allowing for capital 
wasted. Kay L.J. in Verner v. General and 
Commercial Investment Trust (1894), 2 Ch. 
239, made it quite clear that he well under- 
stood the practice of charging capital depre- 
ciation to revenue, but held that the com- 
pany in question was differently constituted 
and that the word ‘‘profits’’ was used in a 


different sense. 


Tue Errect Or Tue Lee v. NEUCHATEL 
SERIES OF CASEs. 


Lee v. Neuchatel Asphalte Co. if it stood 
alone could not be regarded as a clear 
authority in favour of the propositions for 
which it is generally cited. Stirling J. who 
sat in that ease as the trial judge was also 
the trial judge in Verner v. General and 
Commercial Investment Trust, and in the 
latter case pointed out that the Court of 
Appeal had reached its conclusions by going 
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far beyond the issues which actually needed 
to be decided and that the same result 
could have been reached on entirely differ- 
ent grounds, especially on the ground that 
in fact the evidence showed that there had 
been no loss of capital. It is quite clear 
from the expressions used that Stirling J. 
regarded the case as a dangerous prece- 
dent, and, in fact, Lindley L.J. in the course 
of his judgment said that he hoped that 
he was not laying down any rule which 
would lead people to do anything dishonest 
either to shareholders or creditors. The 
tenth edition of ‘‘ Palmer’s Company Law,”’’ 
published in 1916, contains a condemnation 
of the case in the strongest possible terms 
and describes the points decided in it as 
remarkable, and commented, ‘‘ The -extra- 
ordinary laxity in regard to the ascertain- 
ment of profits, which some of these deci- 
sions countenanced and apparently legal- 
ised, went far to render the salutary rule, 
that dividends must not be paid out of 
capital, illusory.’’ The decision also was 
accorded a reception of marked hostility by 
the Accounting Profession, amongst whom 
was Mr. Lee, the plaintiff himself, who was a 
Fellow of the Institute of Chartered 
Accountants in England and Wales. 
‘“‘The Accountant,’’ of 4th January, 1890, 
contains an article by H. S. Smith, in which 
the author analyses the decision closely 
and remarks: ‘‘In other words, dividends 
must be such as will leave the remaining 
assets at least equal in value to the liabili- 
ties and paid up capital. But when the 
celebrated case Lee v. Neuchatel Company 
came before the Court of Appeal, three 
Lords Justices joined in blowing those 
notions to the winds. It is true they did not 
blow with equal degrees of force’ or quite 
in the same direction. But they agreed in 
scattering our preconceived notions of the 
law; so that persons entrusted with the 
financial control of companies have now 
new rules for their guidance, and new 
though not diminished responsibilities. ’’ 
A few years later the question came up 
for consideration by the Court of Appeal in 
Verner’s Case and again in re National 
Bank of Wales (1899), 2 Ch. 629. The 
Court of Appeal affirmed its previous 
decision in Lee v. Neuchatel Asphalte Co. 
in spite of the reception that that case had 
received and in spite of the fact that it 
was open to challenge as an authority. It 
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must be understood, however, that the Court 
of Appeal regarded itself as being strictly 
bound to follow its own previous decisions 
for the sake of uniformity in the law, and 
so it had to be left for fhe House of Lords 
to lay down any different rule. The last- 
mentioned case was taken to the House of 
Lords on appeal but was decided on other 
grounds, so that the question of what 
moneys were available for dividends was 
not decided. However, some members of 
the House of Lords criticised the Court of 
Appeal decision in no uncertain terms and 
indicated that they did not assent to 
them, but the points raised were not fully 
discussed and Lord Maenaghten said: ‘‘I 
do not think it desirable for any tribunal to 
do that which Parliament has abstained 
from doing—that is to formulate precise 
rules for the guidance or embarrassment 
of business men in the conduct of business 
affairs. There never has been, and I think 
there never will be, much difficulty in deal- 
ing with any particular case on its own 
facts and circumstances; and, speaking for 
myself, I rather doubt the wisdom of 
attempting to do more.’’ 

The text book writers generally regarded 
Dovey v. Cory as a sign of hope for the 
future, but as a direct result of the high 
standard observed by men of business under 
the guidance of the professional account- 
ants, no new cases on the points in question 
came before the Court of Appeal for some 
time, and the question has never arisen 
again in the House of Lords, and for this 
reason, if no other, it appears extremely 
unlikely that the Courts will have an 
opportunity of clarifying the position, and 
any immediate improvement is to be sought 
in legislative enactment rather than in the 
Courts. 

FIXED AND CIRCULATING CAPITAL. 

In 1902, Mr. Justice Farwell decided the 
case of Bond v. Barrow-Hematite Co. and 
his decision did a great deal to check the 
effect of the Lee v.. Neuchatel series. The 
Lee v. Neuchatel cases all depended on a 
distinction which was drawn between 
‘*fixed’’ capital assets and ‘‘circulating’’ 
capital. The distinction was not a dis- 
tinction known to the law, but was borrowed 
from Adam Smith’s ‘‘ Wealth of Nations’’ 
by counsel in argument in Lee v. Neuchatel 
Asphalte Co. and was adopted by the 
Court as a readymade distinction. The 
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double account system employed by this 
company with its attempted separation of 
‘*fixed’’ from ‘‘cireulating’’ capital lent 
itself readily to Adam Smith’s definition. 
Mr. Justice Farwell decided that when a 
steel smelting company purchased iron ore 
mines and erected blast furnaces and cot- 
tages at the mines it was doing no more 
than purchasing a very large stock of iron 
ore to be used from time to time as required, 
and that, therefore, these assets represented 
circulating capital rather than fixed capital 
for the purpose of that distinction. 

Mr. Justice Farwell’s treatment of these 
assets as representing circulating capital 
has been criticised greatly by accountants 
who have since developed a somewhat dif- 
ferent test in practice for determining what 
assets are normally regarded as represent- 
ing circulating capital; but nevertheless 
the result of his decision was to prohibit 
the payment of dividends until the loss 
resulting from the flooding of the mines 
had been made good and was generally 
welcomed. 

The general trend of the law up to this 
stage was taking a much more hopeful turn, 
and it was open to doubt whether Adam 
Smith’s distinetion between fixed and cir- 
culating capital was one which should have 
any effect on the determination of profits. 
However, in 1918, the question again came 
before the Court of Appeal in Ammonia 
Soda Co. v. Chamberlain (1918), 1 Ch. 266, 
and the Court of Appeal decided that the 
House of Lords had not overruled the pre- 
vious cases, and that, therefore, the Court 
must follow the Lee v. Neuchatel cases. 

It should be noted that by the time the 
Ammonia Soda Company’s Case was 
decided, it was no longer possible to treat 
the rule as only applying to companies of 
a particular class, e.g., companies engaged 
in the operation of wasting assets. Such 
convenient clagification would not explain 
the application of the rule to cases such as 
Verner v. General and Commercial Invest- 
ment Trust Co. or to the Ammonia Soda 
Co. v. Chamberlain Case. The National 
Bank of Wales (1899), 2 Ch. 629, was a 
banking company, and in Wilmer v. 
M’Namara & Co. Ltd. (1895), 2 Ch. 245, 
the same rules were applied to the goodwill 
and leases of a trading company. The 
criterion was not the nature of the com- 
pany’s assets, nor even could it be the form 
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of the company’s accounts, since the Court 
was always prepared to look beyond the 
accounts to find the true nature of the 
transaction, but there is no doubt that the 
form of the accounts of the earlier com- 
panies did influence the decisions of the 
late nineteenth century. The true criterion 
is to be found in the consideration of the 
articles in determining what are profits 
subject to the over-riding ultra vires rule 
imposed by the Courts. Indeed, even Davt- 
son v. Gillies and Dent v. London Tram- 
ways were decided not on any general prin- 
ciples of law, but on the proper construc- 
tion of the company’s articles. 

This factor is very clearly brought out 
when Verner v. General and Commercial 
Investment Trust and Wall v. London and 
Provincial Trust (1920), 1 Ch. 45 and 
(1920), 2 Ch. 582 are read together. In 
the latter case, Article 125 of the company 
provided that ‘‘no dividend instalment of 
dividend or bonus shall be payable except 
out of net ‘profits arising out of the busi- 
ness of the company.’’ The main purpose 
of the company was to invest money in 
securities, and the articles contained special 
provisions to the effect that all profits and 
losses resulting from any change of invest- 
ment should be carried to capital reserve 
account and any such profits or losses 
should be disregarded in estimating the 
net profits of the company. Mr. Justice 
Younger said in the course of his judgment: 
‘‘The company is typical of the class 
deseribed in Verner v. General and Com- 
mercial Investment Trust; its accounts are 
kept on the double account system. Profit 
or loss on a change of investment is not 
carried to revenue account. The company 
is not by its constitution entitled to divide 
for the purpose of dividend any increase in 
the value of its investments however great; 
it is not, on the other hand, precluded from 
paying a dividend out of the excess of cur- 
rent receipts over expenditure however 
serious in amount even the ascertained 
depreciation of its assets may be.’’ 

The Courts have always been willing to 
follow the established practices of business 
men and to incorpate them into the law. 
The best example of this is the absorption of 
a great number of business rules into the 
mercantile law. These rules were proved in 
so many cases to have been generally 
observed by business men that the Courts 
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gradually came to take judicial notice of 
them and so adopted them as rules of law. 
In view of the fact that so few cases of 
profit determination reach the Courts, it is 
very unlikely that the same process would 
provide a solution to the present problem in 
the immediate future. The willingness of 
the Courts to act on rules observed by busi- 
ness men is well demonstrated in Crabtree 
v. Crabtree, 1894, 2 Ch. 239, where the Court 
insisted that a business must be run on 
the proper lines and that the profits of 
the business could only be ascertained 
after making the normal allowance for 
depreciation. 


SUMMARY OF THE Law. 


To summarise the position, it is sub- 
mitted that the law on the subject may be 
stated as follows :— 

1. The subseribed capital of a company 
may be permanently spent on any of 
the objects set out in the memor- 
andum, and in such a case the mere 
fact that the capital so spent cannot 
be recovered will not prevent the 
company from paying dividends. 

2. Accordingly, a company may, if so 
authorised by its own constitution, 
ignore losses of capital arising from 
the diminution of value of permanent 
or fixed assets of a wasting character. 

3. Cireulating capital or capital repre- 
sented by assets held for the purpose 
of realisation at a later date or over 
some period however long is not 
capital permanently spent in the sense 
used in paragraph 1 above and, there- 
fore, any loss or depreciation must 
be taken into account. If depreciation 
is not allowed for, then part of the 
moneys shown as profits, will in truth 
be moneys which belong to capital 
and, therefore, their payment as 
dividend will be a payment out of 
capital. 

4. Where the constitution of a company 
restricts the payment of dividends to 
‘*profits’’ or the ‘‘ profits arising from 
the company’s business,’’ then the 
meaning of the word ‘“‘profits’’ must 
be determined by reference to the 
company’s constitution and from the 
nature of its business. In the absence 


of any guidance from the articles, 
the Courts will recognise the methods 
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normally employed by business men 
in arriving at their ‘‘profits,’’ and 
in the case of a company carrying on 
a trade or business the Courts would 
require the company to allow for 
depreciation in the ordinary way. 

A company may by its constitution 
impose a higher standard than the 
law requires and may by its articles 
impose further restrictions. This is 
to some extent achieved in practice 
by the common provision that 
although dividends:should be declared 
by shareholders in general meeting, 
they may not declare dividends in 
excess of the amounts recommended 
by the directors. 

In those cases where a company’s 
constitution relieves it of the obliga- 
tion to charge depreciation of capital 
assets to revenue then the company 
ean only pay dividends out of revenue, 
and cannot employ for that purpose 
accretions to capital assets (Wall v. 
London and Provincial Trust, 1920, 
1 Ch. 45). In other cases, however, 
a company may employ for the pay- 
ment of dividends any surplus arising 
during the relevant accounting period 
regardless of whether that surplus is 
derived from trading or from capital 
accretions. A surplus can only arise, 
however, when the whole of the com- 
pany’s assets and liabilities are taken 
into account, and it is clear that the 
company’s capital is intact. If 
allowed by the articles, a realised 
eapital gain may be transferred to 
revenue account even by companies 
employing the double account system, 
and in other cases a capital gain may 
be distributed as profit, although the 
assets are not realised, but the com- 
pany should be guided by expert 
advice and should not @llow the assets 
to be written up to a value whieh 
will not be sustained on a fluctuating 
market. 

Dividends can not be paid out of 


goodwill and, therefore, goodwill 
eannot be written up in order to 
create a surplus of assets over 


liabilities (re Spanish Prospecting 
Co. (1911), 1 Ch. 92). In eases 
where a company has written off 
goodwill over a period and sub- 
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sequently discovers that it has charged 
too much against revenue for this 
purpose, it may write back a proper 
amount not exceeding the amount 
written off on the footing that the, 
amount previously written off was 
unnecessary and, therefore, wrongly 
charged to revenue (Stapley v. Read 
Bros. Ltd. (1924), 2, Ch. 1). The 
same rule applies to other assets which 
are depreciated beyond their actual 
diminution of value. (Ammonia Soda 
Co. v. Chamberlain (1918), 1 Ch., at 
p. 288). 

8. The payment of dividends not- 
withstanding past losses of revenue 
may not infringe the rule prohibiting 
payment of dividends out of capital 
in those cases where the form of the 
accounts enables such losses to be 
carried to a separate capital account; 
but if the methods of accounting 
employed by the company involve the 
keeping of a profit and loss account 
as generally understood to-day, the 
debit will be carried forward from 
year to year, and so long as the item 
appears in the profit and loss account, 
the payment of dividends not- 
withstanding past losses would 
infringe the second rule requiring 
dividends to be paid only out of 
profits. 

The above rules depend very largely on 
questions of values and upon the treatment 
of a balance sheet as something in the nature 
of a statement of affairs. Entering assets 
at cost would then merely be regarded as a 
method of valuation. Companies employing 
the modern profit and loss account as a 
means of determining profit by matching 
revenue earned during a period with the 
costs of earning that revenue will find 
thai some of the above rules are inconsistent 
with their methods of accounting, and so 
should not be relied on. 

In order to give a complete picture of 
the present position relating to divisible 
profits, it is necessary to study carefully 
contemporary accounting theory and 
practice relating to the ascertainment of 
profit. 

The development of accounting theory 
and practice must also be borne in mind 
when considering the desirability of legis- 
lative change in this sphere. 


The Australian Accountant ' 357 


DEVELOPMENTS IN. METHODS OF 
DETERMINING INCOME. 


Stephen Gilman in his ‘Accounting 
Concepts of Profit’’—a book devoted to an 
investigation of the methods employed by 
accountants in determining periodic income 
—fmds it worthwhile to quote in his con- 
cluding paragraph these words of Professor 
Canning : ‘‘ What is set out as a measure of 
net income can never be supposed to be a 
fact in any sense at all, except that it is 
the figure that results when the accountant 
has finished applying the procedure which 
he adopts.’ 


For our purposes it is essential that we 
spend some time examining ‘‘ .. . the pro- 
cedure which he adopts’’ so that we can 
gain some idea of what accountants regard 
as income or profit, and hence what can be 
distributed to the shareholders in a limited 
liability company. 


The methods used by accountants in 
determining income can be divided into 
two groups—one might be termed the 
balance sheet approach, and involves a 
comparison and analysis of two successive 
balance sheets of a business—the other is 
the income account or profit and loss 
account approach, and involves matching 
of the income earned with the cost of 
earning that income during any given 
period. 


The balance sheet approach is the older 
of the two, and we cannot do better than 
quote the following description of it given 
in 1890 by an English accountant. 


‘“ At the beginning of the period he (the 
trader) sets down his assets classified under 
convenient heads, and puts the value upon 
each. He also sets down his liabilities ; and 
the excess of his assets over his liabilities 
is his capital. At the end of the period he 
repeats the process. If he then finds that 
the excess of his assets over his liabilities 
has increased by one thousand pounds; 
and if during that period he has neither 
put more capital into his business nor 
drawn anything out, that thousand pounds 


@) John B. Canning—“The Economics of 
Accountancy,” p. 98. 

(“) H. S. Smith—“Capital and Profits of 
Companies,” “The Accountant,” January 4th, 
1890. 
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is the reward for the use of his capital, 
and for his labour and skill in conducting 
his business. It is his profit. 


Now, how does he settle the value of his . 


assets? The general rule for valuing those 
which come under the head of ‘‘ circulating 
eapital’’ is to put them at cost price. 
Materials remaining in the condition in 
which the trader acquired them are worth 
to him what he paid for them. Goods partly 
manufactured are worth the materials used 
up in them, the fuel and labour spent upon 
them, and their proportion of what we call 
‘*dead charges,’’ that is, rent, cost of super- 
intendence, use of machinery, and so on. 
Goods ready for sale may be vaiued in the 
same way by a direct calculation of their 
cost, or it may be simpler to put down 
what they will sell for, and to deduct 
therefrom ‘a percentage calculated either 
to represent the profit upon them or to 
bring them to some standard of value to 
be used at every successive stocktaking. 


The valuation of those assets which come 
under the head of fixed capital is affected 
by other considerations. Buildings, ships, 
machinery, tools, vehicles, horses, which 
have been in use, are not what they were 
originally. Something has gone oui of 
them. It may be also that something has 
been put into them; but they have under- 
gone some change through use. How are 
these assets to be valued? If the trader 
intends to keep them in his possession, and 
to continue to use them till they are worn 
out, he has not to ask himself ‘‘what is 
their present market price?’’ The question 
for him, is, not what the cost of new ones 
would be in view of present rates of labour 
and materials, but what did these fixed 
assets actually cost, and what proportion 
of them is now left? He may have lease- 
hold property originally purchased for a 
certain sum, but which at the end of a term 
of years will cease to be his. The purchase 
money was, in effect, rent for so many 
years in advance, paid in a lump sum. 
This purchase money he reduces to annual 
instalments, so arranged that at the end of 
the term it will be entirely written off. 
Again, he may have a piece of machinery 
which he estimates will last a certain time. 
He reduces year by year the amount at 
which it stands in his accounts, so that 
when worn out it may be brought down to 
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its value for old metal. And again, he may 
have a coalfield, of which each year an 
ascertainable number of acres is worked; 
the proportionate cost of the coal worked 
is charged from time to time among his 
expenses, and only the quantity remaining 
is treated as an asset. 

In each of these cases part of the original 
assets has been consumed, and only that 
part of it which remains, measureg by time, 
bulk, or effective power, as the case may 
be, is included as an asset in his annual 
account.’’ 

This method of determining profit is a 
carryover from the days when business was 
carried on as a series of ventures, and the 
only way in which profit could be 
determined was by comparing the value of 
the property at the beginning with that 
owned at the end. The emphasis is on the 
valuation of assets, and implies that there 
shall be a series of valuations of assets and 
liabilities. _Under modern business con- 
ditions the balance sheet method of income 
determination is inadequate as it does not 
provide accurate information as to how 
the profit has been made. Consequently, 
other techniques have been developed, and 
we must now examine these. 

Until the last ten or fifteen years wit- 
nessed a change, accounting literature had 
devoted a great deal of time to trying to 
separate expenditure into two types— 
capital and revenue. This attempted dis- 
tinction, prompted by legal concepts, caused 
a great deal of trouble and led to much 
misunderstanding of accounting, and has 
been replaced by the concept of matching 
costs with revenue. The essence of this 
concept is that profit is the excess of income 
earned over the costs of earning that income. 
The costs of earning income during a given 
period will consist not only of costs which 
have been paid during the period but 
also of costs which have been paid in 
previous accounting periods, and also costs 
which have been incurred but not yet paid. 

Costs which have been paid in previous 
years but have been used in earning the 
income of the period under review are 
usually items of the nature of fixed assets, 
such as plant, machinery, motor cars, build- 
ings, ete. Under the old system of de- 
termining profit, such items were looked 
upon as capital expenditure, and accord- 
ingly separated from income items. Now, 
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however, it is realised that the only dis- 
tinction between this type of expenditure 
and the other more apparent type of current 
expenditure is that one kind expires during 
one accounting period only, while the other 
renders service over several. 

Mr. G. O. May puts the matter very 
lueidly in his Dickinson Lecture at Harvard 
University in 1937. ‘‘The distinction in 
accounting to-day between capital expen- 
diture and income expenditure does not rest 
on any such essential difference in the 
nature of the property acquired as that 
between land and other property which 
is sometimes made in the field of economies. 
It rests, rather, upon the relation between 
the length of the useful life of the property 
acquired, and the length of the accounting 
period for which income is being deter- 
mined. A capital expenditure is one, the 
usefulness of which is expected to extend 
over several accounting periods. If the 
accounting period were increased from the 
customary year to a decade, most of what 
is now treated as capital expenditure would 
become chargeable to income; while, if the 
pegiod were reduced to a day, much of 
vi is not treated as current maintenance 
would become capital expenditure.’’ 


DEPRECIATION ACCOUNTING. 


The process described above whereby the 
cost of long lived assets is charged against 
the revenue of the accounting periods com- 
prising their life is known as depreciation 
accounting. Its importance in determining 
periodic income is obvious and, as there 
is no general rule of law governing the 
question, it is worth devoting some time 
to a study of its history. 

In accounting for a single venture or 
even for a series of ventures, depreciation 
was of no importance. The assets were 
brought into account at their realisable 
values, and any change in their value was 
automatically accounted for. It was not 
until the limited liability company was 
well established, therefore, that deprecia- 
tion began to receive the serious con- 
sideration of accountants. Even then the 
old practices of valuation seem to have been 
persisted in for a long time, and at the end 
of each year the valuation of the asset was 


“) G. O. May—Dickinson Lecture in Account- 
ing—Harvard University, 1936-37. 
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brought into account, and any diminution 
was written off against revenue. Such a 
procedure must have given very erratic 
results, however, because the valuation 
would vary from year to year, depending 
upon who the valuer was, what was the 
basis of valuation and what was the state 
of the market at the time. Thus many 
factors other than the deterioration through 
use in the business would determine the 
amount to be charged against each year’s 
revenue. The erratic nature of depreciation 
based on these valuations had led Gilman 
to conclude—‘This must inevitably have 
led to the realisation that fixed assets were 
in the nature of deferred charges against 
future income ; that fixed assets, like human 
beings, do not have an infinite life: that 
life expectancy could be estimated, and the 
cost of the fixed asset absorbed over the 
number of periods so estimated.’’® 


The change mentioned by Gilman gradu- 
ally took place during the 19th century, 
but it must not be assumed that it gained 
general acceptance then. Indeed, it is 
doubtful if even now it is universally 
accepted. 

Prior to the present century special 
circumstances operated to obscure the 
nature of depreciation and the necessity to 
account for it. Among these circumstances 
we can mention the following :— 

(a) Industry generally was not highly 
mechanised. The equipment used 
was, therefore, relatively short- 
lived and inexpensive and could 
be replaced out of any one year’s 
income without causing financial 
embarrassment. 

The industry which was mechanised 

owned very long-lived assets, and 

consequently the depreciation per 
accounting period was very small 
and, therefore, not apparent. 

(c) Much of the equipment which was 
used was composed of many parts 
depreciating at varying rates, and 
hence could be replaced without 
causing an undue charge against any 
one year’s profits. Littleton has the 
following to say regarding this point 
——‘‘The locomotive, for example, con- 
sisted of a multitude of renewable 
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(*) Stephen Gilman—Accounting Concepts of 
Profit—p. 489. 
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parts of greatly varying service life. 
Brass tubing would need replacement 
every few months, frames and axles, 
however, would probably last thirty 


years. Similarly, the roadway con- 
sisted of a multitude of separate 
units (rails, ties, ballast) which 


were naturally retired from service 
piecemeal since all did not expire at 
the same time. On the surface it 
seemed a simple matter, therefore, 
to charge renewals as expense, and 
still to leave the original capital 
asset intact.’’ 

Technology developed at a much 
slower rate, and obsolescence was, 
therefore, not the serious factor 
which it is to-day. 

All these factors conspired together to 
hide the fact of depreciation, and to prevent 
men from seeing the necessity of accounting 
for it. 

It is interesting to note that the English 
Income Tax Law of 1878 was the first to 
allow depreciation as a deduction from 
assessable income (except in cases of wasting 
assets such as mines and quarries). 

In modern times, of course, the situation 
is very different. Industry is highly 
mechanised, capital is invested in expensive 
items which have a relatively short life, and 
the rate of technological progress makes 
obsolescence a serious factor. 

Depreciation, therefore, must be taken 
into account when determining income, and 
we can be sure that depreciation accounting 
is universal, even though there may be a 
great divergence in methods employed. 


(d) 


ACCOUNTING FOR ENTERPRISES OF A 
HAZARDOUS OR WASTING NATURE. 


In our discussion of methods of income 
determination we described the method 
whereby profit is determined by matching 
the revenue of a period against the cost of 
earning that revenue. This method is 
applicable to all types of enterprises 
carrying on business for profit, irrespective 
of their nature. However, in English 
accounting practice, enterprises of a haz- 
ardous or wasting nature, are treated 
differently from other types, and it is worth 
while deseribing the differences involved. 


() A. C. Littleton—Accounting Evolution to 
1900—p. 
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When we speak of enterprises of a haz- 
ardous or wasting nature, we think par- 
ticularly of mines, oil wells and quarries, 
and also perhaps purchased annuities. In 
American practice, profit from such under- 
takings is determined by deducting from 
the revenue earned the costs of earning 
that revenue, and including in that cost a 
charge for the depletion of the mine, well 
or quarry. This charge for depletion is 
based on a geologist’s estimate, and is 
accepted practice for, income tax purposes. 
In England, however, the profit from such 
a venture is accepted as being the revenue 
derived, less the current costs of working 
the property, excluding from cost any 
charge for depletion of the property. The 
English income tax laws do not allow any 
deduction from income to provide for the 
depletion. In English practice, therefore, 
the dividends paid to the shareholders in a 
company formed to exploit an asset of a 
hazardous or wasting nature will be not 
only a distribution of income but also, in 
effect, a return of portion of the share- 
holders’ capital contribution. 


THE MopERN BaLaNceE SHEET—ITs Nagure 
AND LIMITATIONS. 


The balance sheet is probably the most 
misunderstood of all documents used in 
modern business. People untrained in 
accountancy and, indeed, many accountants 
regard it as being a statement setting forth 
the value of an enterprise. Originally, the 
balance sheet was a valuation statement, 
but with the change in the nature of 
business enterprises and the consequent 
changes which have taken place in accoun- 
tancy it, too, has undergone a fundamental 
transformation. 

When business was carried on as a series 
of ventures the accounts of each venture 
were compiled by bringing into the books 
the market value of the assets comprising its 
property. A balance sheet then did reflect 
the current worth of the business in terms 
of the existing market values. With the 
change in the nature of business to a 
continuing enterprise, assets, with the 
possible exception of some of the current 
assets, were no longer brought into account 
at realisable values, but were recorded at 
eost less the amounts which had _ )peen 
written off to revenue for depreciation. 
This figure may, therefore, be more or 
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less than the current market value of the 
asset, and does not show what the business 
is worth in current terms. 

Many people query whether a balance 
sheet is fulfilling its function when it is 
not prepared with figures which reflect the 
current worth of the enterprise. To answer 
this question it is necessary to look at the 
uses to which a balance sheet may be put 
by the various parties who are interested 
in it. 

The parties who are most interested in a 
company balance sheet are the shareholders, 
whether present or prospective, and 
creditors. The shareholders are primarily 
interested in the profitability of the com- 
pany and, secondarily, in the security of 
their investment. The creditors of the 
company are interested in the security of 
their debts. 

So far as the shareholders are concerned, 
a balance sheet which is prepared without 
reference to current market values of fixed 
assets is suitable. Reading the balance 
sheet in conjunction with the profit and 
loss account, they ean decide whether the 
current return on capital invested is 
adequate, and thus gain an indication as 
to the efficiency with which the business 
is being conducted. A danger does exist, 
however, that suitable amounts will not be 
written off to revenue to record depreciation 
of fixed assets, and thus the accounts will 
give a distorted picture both of revenue and 
of the assets which are shown in the balance 
sheet. 


The shareholder could be given some 
measure of protection against this sort of 
abuse by introducing into the Companies’ 
Act a section which obliges the directors 
to report to the shareholders that an amount 
of depreciation which, in their opinion, 
was adequate had been charged against 
revenue, and that nothing of an unusual 
nature had occurred during the year which 
would ‘make an-~- inereased charge for 
depreciation necessary. 


Formerly creditors could assess the 
solvency of a company quite readily by 
comparing assets listed at market values 
with the liabilities. A modern balance sheet 
is not designed to give this information in 
terms of realisable values. The creditors 
of a company are in normal circumstances 
given an adequate amount of information 
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by the formal balance sheet. They look 
first of all for payment of their debts to 
the liquid assets of the business, and only 
in rare cases, and in times of siringency, 
will they need to have recourse to the fixed 
assets. In certain circumstances, therefore, 
a creditor may need some information 
regarding the current value of the fixed 
assets of the business. In the ease of a 
liquidation, this will be made available, 
but we have in mind some mechanism 
whereby this information could be made 
available during the life of the company 

Perhaps some provision should be intro- 
dueed into the Companies’ Act giving 
creditors of a company in certain cireum- 
stances the right to apply to the Court 
to have an order made impelling the 
company to have an independent valuation 
of its property made, and the information 
supplied to creditors. 


THE MoperRN PrRorit AND Loss ACCOUNT. 


As we have seen, the switch in business 
organisation from the venture to the 
continuing enterprise made it necessary 
to divide the life history gf a business into 
arbitrary accounting periods so that income 
could be calculated. The true profit arising 
from an enterprise can only be determined 
when it is wound up and ail assets realised. 
Any interim calculations of profit are only 
in the nature of estimates, even though they 
may be based on fully informed opinions 
and accurate methods of accounting. 

It follows, therefore, that the profit and 
loss account is a continuous account, 
recording the estimates of the income which 
has been earned during the life of an 
enterprise. Although it is convenient to 
match the revenue and costs of earning that 
revenue for a given accounting period in 
a separate account, that account is only 
a subdivision of another which we call the 
profit and loss appropriation account. To 
ascertain whether or not a company has 
been profitable we must consult this 
appropriation account and see if it discloses 
an accumulation of profits or losses. 


In the light of modern accounting theory 
and practice, therefore, there are no 
‘*profits,’’ until there is a credit balance 
in the profit and loss appropriation account. 
A disclosure of a surplus in one profit and 
loss account does not create profits if 
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periods. 


(a) 


(b) 


(a) 


(b) 
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there happens to be a greater accumulation 
of losses calculated in prior accounting 


RECOMMENDATIONS. 


Upon a view of the whole subject we 
submit the following recommendations :— 
1. The present law could be clarified 

in relation to existing companies 

by the inclusion in the articles of 

any of the following clauses which 

are not already in the articles or 

laid down in the Companies’ Act 

under 
incorporated :— 


which the company is 
No dividend shall be paid 
except out of profits. 

No profit shall be deemed to 
be available for payment of 
dividend unless such _ profit 
remains after all past losses 
of revenue and depreciation 
based on the estimated useful 
life of the assets used in the 
company’s business properly 
chargeable to the period in 
respect of which the accounts 
are made out has been taken 
into account. 


2. The position for the future can best 
be clarified along the following 
lines :— 


By the abolition of the 
doctrine of ‘‘Ultra Vires’’ as 
applies to specified classes 
of companies, e.g., trading 
companies. 

By the setting up of a rule- 
making authority corres- 
ponding to the Board of Trade 
in England, with power to 
prescribe rules determining 
what funds may be used for 
the payment:of dividends by 
such companies as are ex- 
cluded from the operation of 
the ultra vires rule. 


(c) 


(d) 


(e) 
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By conferring on the Court 
a special power whenever the 
Court thinks fit, to compel 
any company to file in the 
Court within a stated period 
a complete statement of affairs 
setting out all the company’s 
actual liabilities and all the 
company’s assets at their 
realisable value as assessed by 
an independent valuer. 
Legislation requiring the 
directors and the auditors to 
certify as to which of the 
assets included in the com- 
pany’s balance sheet have 
been valued or assessed during 
the current year, and in 
relation to all such assets to 
set out and certify the assessed 
value and the method and 
basis of assessment. 
Legislation requiring the 
directors to report to the 
sharehoiders that an amount 
of depreciation which, in 
their opinion, was adequate 
had been charged against 
revenue, and that nothing of 
an unusual nature had oc- 
eurred during the year which 
would make an_ increased 
charge for depreciation 
necessary. 

The setting up of a joint 
research committee represent- 
ing the various sections of the 
community and the profes- 
sions concerned, to investigate 
and report on methods of 
achieving greater clarity in 
law and uniformity in prac- 
tice relating to the determina- 
tion of profits of trading 
companies, and also of 
securing the recognition in 
Taxation Law of the 
principles evolved. 
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BOOK REVIEWS 


Cost and Financial Accounts and their Reconciliation. By Wim.iam Brew. Gee and 
Co. Pty. (Publishers) Ltd. (Our copy from The Law Book Co. of Australasia 
Pty. Ltd.). Pp. 315. Australian price: 47s. 


This new and enlarged edition of a book 
first published in 1931 is more specialised 
than its title suggests. It is a descriptive 
account of-cost systems in engineering in- 
dustries, including foundries, in which 
emphasis is laid throughout on the need 
for periodical reconciliation of financial 
accounts and cost records. The text is 
illustrated by numerous forms, and the 
chief merit of the book lies in its detailed 
explanation of foundry costing, a subject 
which is usually inadequately dealt with in 
general cost-accounting texts. On the sub- 
ject of relationship between financial and 
cost records, the concluding chapter (some 
50 pages) is devoted to an explanation of 


systems of reconciliation, with a brief refer- 
ence to a system of cost records controlled 
by a total work-in-progress account in the 
financial ledger (described as ‘‘control by 
building elements of cost into financial 
accounts’’). One would have liked to have 
seen greater attention given to this system 
as compared with the more cumbersome 
methods of periodical reconciliation. 
Nevertheless, in view of the unfortunately 
common tendency to treat cost accounting 
and financial accounting as distinct and 
unrelated kinds of accounting, it is refresh- 
ing to notice the author’s insistence on 
their inter-dependence in any sound system 
of industrial accounting. 
A. A. F. 


The Internal Finance of Industrial Undertakings. By T. G. Rose. Sir Isaac Pitman 
& Sons Ltd. London, 1947. Pp. xiv + 242. Price, 30s. 


Accounting, as it is taught and learned 
in Australia, seems to shrink to some extent 
from the realities of business life. Whether 
it is a peculiar characteristic of Australian 
accountants that their interests are largely 
circumscribed by rules of debit and credit, 
I know not. But very often the reviewer 
has been struck by the lack of familiarity 
with financial problems of business under- 
takings exhibited by accountants. 


A book which should do much to counter 
the purely technical approach is Rose’s 
“The Internal “Finance of Industrial 
Undertakings’’. Rose, though an engineer, 
gives a far clearer presentation of the 
realities underlying modern accounting 
practice than most authors who are accoun- 
tants. Those who have read his ‘‘ Higher 
Control’’ will appreciate that his point of 
view is likely to be that of the manager 
seeking systems by which the predominant 
financial facts are brought under mana- 
gerial scrutiny. His latest book is in effect 
an amplification of some features of 
‘Higher Control’’. 


This book may be described as a hand- 
book on financial controls, for control state- 
ments and graphs and diagrams for control 
purposes comprise the bulk of the work. 
The full range of problems from sources of 
finance to the detailed application of funds 
is covered. 

There are, however, two points deserving 
critical comment. In the first place inade- 
quate attention appears to be given specifi- 
cally to the conventional nature of account- 
ing data. It seems to me that, however 
elaborate may be the control statements and 
diagrams, unless the limitations, which are 
imposed on the data used by the accounting 
conventions, are understood, the resulting 
decisions may be quite wide of the mark. 

Secondly, the concluding remarks in the 
preface suggest that Rose supports the 
view that the financial aspects of any busi- 
ness can be satisfactorily controlled by 
comparison of its figures (ratios, percen- 
tages, trends, ete.) with those of other 
similar undertakings. ‘‘At some future 
date’’, he writes, ‘‘the author hopes to 
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Book Reviews—continued. 

prepare a second volume in which each 
aspect of financial control is demonstrated 
by a range of results taken from the actual 
working figures of a representative number 
of companies in as wide a range as possible 
of the different classes of industry’’. In 
this, Rose acknowledges the leadership of 
J. H. Bliss whose ‘*‘ Financial and Operat- 
ing Ratios in Management’’ gave such 
figures for American businesses for a series 
of years during and subsequent to the first 
World War. 

Control. by comparison with such data 
does not appear to be logically defensible ; 
and furthermore, dependence on such 4 
device tends to allay the critical faculty 
of executives in a situation where aware- 
ness and independent judgment are most 
vital. However, the author appears to be 


Uniform Cost Accounting for Steel Fabricating and Kindred Industries. 
INDUSTRIAL PLANT ASSOCIATION. 
(Our copy from The Law Book Co. of Australasia Pty. Ltd.). 
Pp. xiii + 147 and Appendix of Forms. 


TANK AND 


In many walks of life to-day the ‘‘advan- 
tages of uniformity’’ are being acclaim@d 
as the cause of and the justification for, the 
development of standard practices and 
routines. Just what the advantages of uni- 
formity are, few.people are prepared to 
say; the book under review, for example, 
without explanation, hints that its users 
should bear in mind ‘‘all the advantages 
arising from uniformity’’. As is common, 
no suggestion is made of the possibility of 
uniform practice having disadvantages. 

Where there is a clearly distinguishable 
difference between the theorists and the 
practitioners of any art or’ science, the 
oceasion for pointing out the dangers of 
uniformity is not so evident. For example, 
in the field of industrial activity, it would 
be a hopeless task and an unjustifiable one, 
to try to prove that in workshop practice 
the advantages of uniformity are illusory ; 
and it would be quite unnecessary to point 
out to researchers in the industrial labora- 
tories the evils of uniformity, for their 
whole life and outlook turn on the develop- 
ment of new ideas, new relationships and 
new syntheses. 

In accounting the position is obscured: 
the theorists are also practitioners gener- 
ally. It seems important therefore that, as 
theorists, accountants should never be 
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aware of the limitations of general rules 
in financing for he quotes with approval 


Collin Brooks’ dictum ‘‘No generalisation 
is really possible about financial planning’’, 

Accountants will, no doubt, be particu- 
larly interested in Rose’s agreement with 
the narrative form for profit and loss state- 
ments, and his rejection of it for balance 
sheet purposes; accountants in 
and industry may profit considerably from 
his examples of conversion of the usual 
accounting data into measures of signifi- 
canee to non-accounting people. For all 
accountants who appreciate the importanée 
of communicating business facts to super- 
visory and executive personnel, the book 
should prove both instructive and stimnu- 
lating, 


commerce 


R. J. CHAMBERS. 


By THE 
Gee & Company (Publishers) Ltd. 
London, 1948. 
Price: 39s. 
wedded to uniformity, though, as practi- 
tioners, they may derive great benefits from 
standard practice. The constantly chang- 
ing business environment, the ever growing 
needs of management and the examination 
by accountants of their postulates and 
theories—these all must forewarn account- 
ants against accepting with perfect trust 
any uniform system. With these reserva- 
tions we may approach any book on uni- 
form costing. 

The Cost Accounting Committee of The 
Tank and Industrial Plant Association has 


provided in this handbook not only a 
ready reference for the industry they 
serve, but an excellent guide , to cost 


accounting practice in many related indus- 
tries. Though the members of the Com- 
mittee represent very large undertakings 
they have not overlooked the smaller shops 
to which the detailed analyses of large 
units would be inappropriate. In keeping 
with their aim to serve the widest array 
of factories and users, they have succeeded 
in presenting the subject with a minimum 
of unexplained technical terms; and the 
appended examples of forms, fully indexed 
for reference to the text, are sufficient al- 
most to enable those with a limited know- 
ledge of costing to derive very useful 
figures. 
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Book Reviews—continued. 

The treatment of depreciation and stock 
valuation, which are eritical factors in con- 
tract work, offers several features of inter- 
est. In the section on the ascertainment of 
interim profit or loss, the certification of 
stock and work-in-progress values is stated 
to,be a matter for managerial decision: no 
ee are carried forward on stock 
valuation from the earlier discussion of five 
recognised methods of pricing material 
issues from stores. Now it seems that pre- 
cisely the same stand could be taken about 
depreciation—i.e. that it is a matter for 
managerial decision ; gt the authors in this 
ease offer the straight line and the reducing 
balance methods as solutions to the prob- 
lem, strongly recommending the former. 
They add ‘‘ Periodical re-assessments of the 
balance working life and the residual value 
of each item of plant, ete. . .«. should be 
made at intervals not greater than two 
years, and the rate of depreciation (should) 
be recalculated on the basis of any revision 
found necessary in the estimate of the 
working life or residual value’’. For the 
Balance Sheet they recommend the inclu- 
sion of plant at total cost subject to deduc- 
tion of the total accumulated depreciation 
provision to date. 
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The managerial viewpoint obtains few 
concessions throughout. The view is prim- 
arily that of a cost accountant engaged in 
traditional cost accounting. The statement 
of the purposes of costing carries no sug- 
gestion of its value as an aid in policy 
formulation and the forms appended in- 
clude none specially designed for mana- 
gerial control. Budgetary control, stan- 
dard costs and marginal costing are men- 
tioned? but they receive scant attention. 
In practice, ignorance of the managerial 
viewpoint often induces an indifference to 
managerial needs which a handbook could 
do something to correct. While the isola- 
tion of interest which specialisation creates 
may be deplored, apparently the authors 
have judged it better to avoid the intri- 
cacies of newer techniques in a book des- 
igned mainly as an exposition of a costing 
procedure. In this latter field it is a com- 
plete and authoritative book embracing 
much of the best practice in the jobbing 
engineering and _ structural engineering 
industries in England. Though the system 
as a whole need not be adopted, the sug- 
gestions and recommendations may help 
solve many problems of costing, in similar 
Australian industries. 

R. J. CHAMBERS. 


AIRLETTER SERVICE. 


Although there has been an enormous 
increase in the use of the Airletter facility 
which is now available to many overseas 
countries, the Deputy Director of Posts 
and Telegraphs (Mr. C. G. Brown) has 
pointed out that the number of Airletters 
posted to foreign countries is proportion- 
ately much lower than to British Empire 
places. It is probable that many people 
forwarding letters by airmail to certain 


countries are not aware of the availability 
of Airletters, and it is suggested that advice 
be sought from the Post Office 
regarding this service. 


nearest 


Mr. Brown explained that an Airletter 
form is obtainable at any Post Office for 
7d., and this provides a means of communi- 
cation by air at a much lower rate than 
that for other airmail articles. 


te 


» 5 
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The Editor, 

‘“‘The Australian Accountant’’. 
Dear Sir, 

Please let us have more articles of the 
type written by K. C. Keown (March) 


and L. C. Voumard (July). The import- 
ance of the subject warrants the matter 
being placed on an inter-institute-univer- 
sity basis, and properly planned and co- 
ordinated should do more to make a 


student’s work interesting and attractive . 


The Australian Accountant 


LEGAL TRAINING FOR ACCOUNTANTS. 


October, 1948 


than any other change in the scope of the 
course. The new proposed requirements 
of the fellowship degree should prove a 
definite advance in the status of the special- 
ist, and for the profession generally. 


Yours truly, 
R. 8S. HUNTINGTON, Ara 
420 Chapel Street, 
South Yarra. 
Sth August, 1948. 


EFFECTS OF THE UNITED KINGDOM COMPANIES ACT, 1947. 


Accounts in future will undoubtedly 
mean more to the layman than in the past. 
Most significantly, ‘‘secret reserves’’ will 
no longer be permissible, except for bank- 
ing, discount and assurance companies. It 
is hard to imagine how a profit and loss 


account'can ever have been worth the name, 
if it failed to show a figure of profit or 
loss which reflected as closely as possible 
the results of manufacture and trading. 


(The Economist, Mareh 6, 1948.) 


TAX EVASION IN U.S.A. 


The Journal of Accountancy, June, 1948, 
reports that, according to a recent an- 
nouncement by the Secretary of the Treas- 
ury, ie. athe of money withheld by tax- 
payers in an unsuccessful effort to defraud 
ihe government reached a new high in the 
fiscal year ended June 30, 1947. This 
accomplishment is attributed to intensified 
law enforcement efforts of intelligence 
agents, revenue agents, and deputy collec- 


tors of the Bureau of Internal Revenue. 
Total additional assessments of taxes in 
excess of original returns filed by tax- 
payers, plus penalties, were about $2 billion 
compared with approximately $1.3 billion 
in the 1946 fiscal year. The Bureau’s 
Intelligence Unit, co-operating with revenue 
agents and deputy collectors, investigated 
4,125 cases of apparent tax fraud.’’ 


BANKING COMPANY’S STATEMENTS IN VERTICAL FORM. 


The Editor, 
‘“‘The Australian Accountant’’. 
Dear Sir, : 


I was interested to read the article ‘‘ Life 
Assurance Company . Adopts Vertical 
Form’’ in your July 1948 issue. The 
article gave the names of a number of 
companies using the vertical form of Bal- 
ance Sheet, and as it pointed out, the 
companies in the list were almost all indus- 
trial or trading concerns. The financial 
statements @ the City Mutual Life Assur- 
ance Society Ltd., as quoted, were an 


interesting example of the use of the verti- 
eal form by another kind of company, and 
perhaps some of your readers may be inter- 
ested in knowing that The English Scottish 
and Australian Bank Limited is a financial 





institution of another type which has been 
publishing its annual accounts in vertical 
form for the past few years, beginning with 
the Balance Sheet of the 30th June, 1945 
Although The English Scottish and Austra- 
lian Bank Limited is a company registered 
in England, most of its assets and business 
is in Australia, as well as over 2,000 share- 
holders. When the Bank’s 1945 Balance 
Sheet was published, the London ‘‘Times”’ 
commented : 

‘*the form ... must surely be an inno- 

vation in the Banking World. .. . It has 

never yet been adopted, so far as we 

are aware, for the accounts of banking 

institutions. ”’ 
The ‘‘Economist’’ said: 

‘*This certainly makes banking history.” 
Neither publication was completely in 
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Banking Company’s Statements—continued. . 


favour of the tabular form of Balance 
Sheet for banks, as distinct from industrial 
and commercial concerns. 

As will be seen from the attached speci- 
men, current assets are marshalled in order 
of liquidity and totalled. From this total 
is deducted the sum of current liabilities 
and provisions, as detailed, giving a net 
figure of ‘‘working capital’’ to which are 
added fixed assets to agree with the total 
shareholders’ funds. It is certainly un- 
usual for a Bank’s Balance Sheet to appear 
in this form, the basic reason, no doubt, 
being that although it is chiefly the inter- 
ests of shareholders which determine the 
form of commercial company accounts, the 
much more widely spread interests of 
depositors and the business public must be 
considered in publishing Bank Balance 
Sheets. In the vertical form, the total 
assets, indicating the size of the Bank, are 
not spot-lighted as they are in the old 
double-sided form of Balance Sheet show- 
ing the total assets and liabilities; for 
example, total assets of The English Scot- 
tish and Australian Bank Limited at the 
30th June, 1948, balancing date were more 
than £100,000,000 Australian, but in the 
vertical form, in which they will be pub- 
lished,/the net assets will reduce to about 
9} millions Sterling or the equivalent of 
something over 63 millions Australian Cur- 
rency at current rates of exchange. 

It will be seen that in The English Scot- 
tish and Australian Bank’s Balance Sheet, 
comparative figures are given for the pre- 
vious year in both the Balance Sheet and 
the Profit and Loss Account. 

Those not familiar with United Kingdom 
Income Tax laws might be interested in the 
classification in the attached Balance Sheet 
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of ‘‘Reserve for Estimated Future Liabili- 
ties for United Kingdom Income Tax 1948/ 
49’’ as a deferred liability, which is 
grouped with shareholders’ funds. This is 
sound accounting practice in the United 
Kingdom, the reason being that legal lia- 
bility in this respect would not arise until 
the bank had continued trading for some 
time after the Balance Sheet date—e.g. 
there would be no liability if the bank 
liquidated at the date of Balance Sheet. 
The amount shown is the estimate (after 
double taxation relief) of the liability 
which will accrue subsequently, and when 
it does accrue it will be calculated upon the 
profits of the 1947 accounts. It is strictly 
a tax reserve (not a provision) and it is 
therefore proper to show it as part of share- 
holders’ funds. The United Kingdom In- 
come Tax liability for the fiscal year 
1947/48, on the other hand, it an actual 
liability and appears amongst ‘‘Current 
Liabilities and Provisions’’ as a provision. 

One final observation might be of inter- 
est—banks in Australia are required to 
publish their Balance Sheets in a form 
prescribed under the 1945 Banking Aet, 
but the prescribed form is the old style 
double-sided Balance Sheet, so that The 
English Scottish and Australian Bank’s 
accounts are published to shareholders and 
the public generally in the vertical form, 
and published also in accordance with the 
Banking Act requirements in the double- 
sided form. 


Yours faithfully, 
H. McE. SCAMBLER, A.I.C.A. 
Chief Inspector in Australia. 


The English Scottish & Australian Bank 


Ltd., Melbourne. 
19th August, 1948. 
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THE ENGLISH, SCOTTISH & 
of the LONDON BANK OF AUSTRALIA. LIMITED the 





In which are incorporated the businesses 





BALANCE SHEET at 30th June, 1947 


1947 
SHARE CAPITAL AND RESERVES 
Authorised and Issued 1,000,000 Shares at £5 per Share £5,000,000 
Paid-up—1,000,000 Shares £3 per Share £3,000,000 
General Reserve - 1,815,000 
Profit and Loss Account ; 323,541 
. ~ — 
} £5,138,543 
DEFERRED LIABILITY 
Reserve for estimated future liability for United Kingdom Income Tax 1948/9 2,100 
TOTAL ‘ . i £5,240,641 


























1946 
398 


58, 


179, 
214, 


= 
CURRENT ASSETS Bis, 


Cash in Hand, Bank Balances and Cash in transit and Cheques in £7,408,978 
course of collection. 
Money at Call in London 








£180 


% * 











Special Account with Commonwealth Sank of Australia | : ‘ 25,694,821 
Treasury Bills—Australian ; - 293, 
Bills Receivable in Hand and in Transit ‘ sa 2,654,319 
Investments at or under Market Value 
British Government Securities 1,6 $4738, 
Australian Government Securities : ‘ . 3, 
¥ £4 
Advances (less Provision for Bad and Doubtful Debts) 26,1 
Amounts owing by Subsidiary Companies . 
Other Accounts 565, 
£71,041,17 
Deduct : 96,8 
CURRENT LIABILITIES AND PROVISIONS 
Deposits, Current Accounts, Bills Payable and Other Liabilities (including £65,007,504 £176 ,% 
Reserves for Contingencies) 
Notes in Circulation 7 796 
Balances due to other Banks : ao 1,014,380 £297,¢ 
Amounts due to Subsidiary Companies . . 100 — 
Provisions— = 
Australian Income Tax — 174,637 
United Kingdom Taxation (including Income Tax Liability 1947/8) 279,195 
Proposed Final Dividend . ; ‘ ‘ 110,000 
66,586 ,61 
£4,454 
Add: 
: 4. CL 
FIXED ASSETS- N. HA 
tank Premises, Furniture and Sites at cost, less amounts written off . 7746 
Investments in Subsifliary Companies, at cost - ‘ on . 
TOTAL : ‘ £5,240,04 
——_—_—_—4 
ALL FIGURES IN THESE ACCOUNTS ARE EXPRESSED IN ENGLISH POUNDS 
+ . 


AUDITORS’ REPORT. 


We report to the Members that we have examined the above Balance Sheet and Profit ar = 
Account with the books and Securities of the Bank at the Head Office in London and with the sign 
Returns received from the Branches in Australia. 

We have received all the information and explanations we have required, and in our opinion! 
Balance Sheet is properly drawn up so as to exhibit a true and correct view of the Bank’s affairs, accordiq 
to the best of our information and the explanations given to us and as shown by such Books and Returt 


LONDON, 18th Movember, 1947. 


TURQUAND, YOUNGS, McAULIFFE & CO. |, 
PRICE, WATERHOUSE & CO. jChartered Accountes 
Auditors. 
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or, 


USTRALIAN BANK, LIMITED, 





& : 
ED the MERCIAL BANK OF TASMANIA, LIMITED, and the ROYAL BANK OF AUSTRALIA, LIMITED ia 
PROFIT AND LOSS ACCOUNT for the Year ended 30th June, 1947 
1947, 1946. 1947. 
898,694 I. Gross Prorit after transfers to Reserves for Contingencies out of which Reserves provision £1,623,468 
for all Bad and Doubtful Debts has been made. 
»,000,000 
.] 
= Deduct 
£760,445 II. Expenses of Management in London and Australia 7 £999,389 2 
9,931 III. Directors’ Fees _ _ ne _ i , : 11,034 
[OS.540B) 58,691 IV. Interest on Perpetual Stocks or : ' ; — 
2 Taxation on the Profits of the year— 
2,100% 179,391 Australian Income and other Taxes we on oa Le is 222,145 
; 10.641 214,910 United Kingdom Income Tax and Profits Tax - . + 164,980 
ee i s— ws 
1,218,368 \ £1,897,548 
= mimi 
£180,326 VI. Nerr PRorit AFTER TAXATION = a ea es : £225,920 
293,545 VII. Add: Balance brought forward from last year ‘J ‘7 oe ; - ove 297,621 
£478,871 VIII. Toran AVAILABLE — a _ 7 ay i. ‘ : aa £523,541 
Deduct: Appropriations— 
25,000 « & Officers’ Provident Fund on ee ¥ ats Se + £35,000 
55,000 x. Interim Dividend paid 3ist May, 1947, at the rate of 2/- per share 55,000 
(less United Kingdom Income Tax at the rate of 9/- in the £). 
41,17 
96,250 xI. Proposed Final Dividend payable 31st December, 1947, at the rate of 110,000 
4/- per share (less United Kingdom Income Tax at the rate of 9/- in 
the £), making 6/- per share for the year. 
£176,250 £200,000 " 
£297,621 XII. Bauanos CARRIED FORWARD TO NEXT YEAR . ; £323,641 
aS a mere ¥ 





A. CLEZY, Manager. FRED. W. YOUNG 
N. HARRISON, Accountant CLIVE BAILLIEU 


Directors 
F. R. M. de PAULA j 





3 ALL FIGURES IN THESE ACCOUNTS ARE EXPRESSED IN ENGLISH POUNDS 

> « = === = —= = eee = — a 
nd j STATEMENT PURSUANT TO SECTION 126 OF THE COMPANIES ACT, 1929. j 
e sign 4 


The profit of one Subsidiary Company for the year has been carried forward in the Accounts of 


len that Company; the other is a nominee Company. : 
n ry 


ccorti J. A. CLEZY, Manager. 
Returlg 
Cc. N. HARRISON, Accountant. 


FRED. W. YOUNG 
CLIVE BAILLIEU Directors. 
F. R. M. de PAULA 


untesd 
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CURRENT PROBLEMS DISCUSSED 





IN OVERSEAS JOURNALS 


THE IMPACT OF RISING PRICE LEVELS ON ACCOUNTING THEORY. 


Discussions in England and U.S.A. on 
this important and highly controversial 
question contfnue unabated. This is natural 
enough, because there has rarely been, in 
the history of accounting, a stronger 
challenge to accounting doctrine than that 
which has been excited by the spectacular 
increase in plant construction costs experi- 
enced in -recent years. One particularly 
noticeable feature of the controversies has 
been the fact that the opinions expressed 
by the councils of the Institute of’ Char- 
tered Accountants in England and Wales 
and the American Institute of Accountants 
have been so vigorously contested by so 
many leaders of the profession, on both the 
academic and the practising sides. 

The ‘‘conventional’’ view that depreci- 
ation in accounting is a problem of allc- 
cation of original cost and not a problem 
of tinancing replacements was powerfully 
stated in a lecture by Mr. F. R. M. de 
Paula published in The Accountant of 
June 5. Interesting comments thereon, 
many of which strongly questioned the 
validity of the distinction between price 
accounting and financial policy, were made 
in letters to the same journal published in 
the issues of June 12, 19 and 26 and July 3. 

In U.§.A., Mr. Daniel Borth, in the 
Journal of Accountancy, June, ‘‘ presented 
the case for and against retroactive adjust- 
ment of depreciation rates and the restor- 
ation of fully depreciated assets,’’ from the 


standpoint of consistency with established 
accounting principles, integrity of the 


accounting profession and responsibility of 


the public accountant to third parties who 
rely on his representations. 

The view of the Securities and Exchange 
Commission on certain aspects of the prob- 
lem was stated in excerpts from its 13th 
Annual Report, reproduced in The Journal 
of Accountancy, June, and Mr. W. K. Pier- 
point in The Accounting Review, July, 
presented an interesting statistical study 
of the course of building construction costs 
in the University of Michigan from 1915 
to 1947, and the effects on annual depreci- 
ation of re-calculation on the basis of cost 
adjusted by reference to a series of con- 
struction-cost indices. The Monthly Letter 
on Economie Conditions issued by The 
National City Bank of New York, for June, 
also discussed the problem and included a 
statistical survey of the difference between 
balance-sheet ‘‘values’’ and present-day 
replacement costs of plant and equipment 
of the 100 largest manufacturing corpor- 
ations in U.S.A. The conclusion was 
reached that, whereas the reported rate of 
net income to net worth of these corpor- 
atiohs for 1940, 1945 and 1947 was respec- 
tively 10%, 8.7% and 14.3%, these rates 
would have been changed to 10%, 7.3% 
and 8.8% if net income and net worth had 
both been adjusted to approximate replace- 
ment costs: 


FORM OF PUBLISHED ACCOUNTS. 


Almost rivalling the interest being taken 
in depreciation accounting is the attention 
which the form and contents of published 
aceounts are attracting. The U.K. Com- 
panies Act, 1948, which was passed on 
30th June is, of course, responsible for 
active discussion in U.K., but the subject 
is very live in U.S.A. also. Of course, the 


new ‘‘accounts provisions’’ of the U.K. 
Companies Act are themselves the product 
of what the Cohen Committee called ‘‘a 
wakening social consciousness’ and this 
wakening is not confined to U.K. The many 
recent interesting discussions on various 





aspects of disclosure in published accounts 
include extracts in The Journal of Accouwnt- 
ancy, June, from an address by Mr. Earle 
C. King, Chief Accountant of the Securities 
and Exchange Commission to the New York 
State Society of Certified Public Account- 
ants on the need for*better reporting of 
income; an article by Mr. Virgil 8S. Tilly 
in The Accounting Review, July, entitled 
The Income Statement and Its Significance 
in Financial Reporting; extracts in Jhe 
Journal of Accountancy, June, from an 
address by Mr. Dale Cox to the Business 
Public Relations Executives (a particularly 





October, 1948 













inte! 
bein; 
men! 


the | 
artic 
Prof 
of L 
ance 
Econ 
effec 
lishe 
Accc 


in E 
sial | 
visio 
in t] 
state 


Tr 
accol 
priv: 
are 
num 
The 
June 
the 
and 
Swec 
In J 
artic 
accol 


Pr 
profe 
profe 
artic! 


of W 
and 


Th 


‘ 





Cour 
trial 
Law, 
held 
eave 
retur 
inclu 
lav 
tonfr 





1948 


hed 
the 


y of 


who 


nge 
rob- 
3th 
‘nal 
ier- 
aly, 
udy 
osts 
915 
eci- 
20st 
on- 
‘ter 
[he 
ne, 
da 
een 
lay 
ent 
Or- 
vas 

of 
or- 
ec- 
tes 
3 To 
ad 
Ce - 


nts 
nt- 
rle 
ies 
ork 
nt- 


lly 
led 
ice 


he 


ESS 
rly 





Dctober, 1948 


Form of Published Accounts—continued. 

interesting example of the wide interest 
being taken in simplified financial state- 
ments) ; a discussion by Mr. George F. Wy- 
man in The Accounting Review, July, of 
the nature and uses of Reserves; another 
article in the same issue of the Review, by 
Prof. John H. Myers on The Presentation 
of Long-Term Lease Liabilities in the Bal- 
ance Sheet; a series of articles in The 
Economist, March 6, 20 and 27, on the 
effects of the new Companies Act on pub- 
lished accounts. a leading article in The 
Accountant, May 29, on the booklet issued 
by the Institute of Chartered Accountants 
in England and Wales in which controver- 
sial questions of interpretation of the pro- 
visions of the Act are examined ; comments 
in the same issue of The Accountant on 
statements prepared with the object of 


The urge towards better presentation of 
accounting statements is not confined to 
private business. The public accounts also 
are coming under notice in an increasing 
number of quarters. Mr. R. W. Moon, in 
The Accountant’s Magazine (Edinburgh), 
June, discusses suggestions for reform of 
the traditional British budget statement, 
and makes interesting comment on the 
Swedish Double Budget and its limitations. 
In The Accounting Review, July, three 
articles are devoted to Governmental 
accounting—Prof. Lloyd Morey’s article on 


Problems of education for the accounting 
profession and of the organisation of the 
profession are discussed in the following 
articles. 

Education for Business at the University 
of Western Ontario, by Prof. R. B. Taylor, 
ind Professional Development; Account- 


The Appellate Division of the Supreme 
Court of U.S.A. reversing a decision of the 
trial court in the case of New York County 





Lawyers Association v. Bernard Bercu, has 
held that ‘‘a taxpayer may, if he wishes, 
eave the entire preparation of the tax 
return to the accountant, legal incidents 
included, without the necessity of engaging 
lawyer’’, but that when ‘‘a taxpayer is 


tonfronted with a tax question so involved 


The Australian Accountant 371 


explaining to shareholders, workers, and 
consumers how the ‘‘cake’’ of gross income 
is cut-up among various participants; a 
short note in The Canadian Chartered 
Accountant, May, on a proposed new form 
of statement of,assets in balance sheets— 
distinguishing between Assets and Unex- 
pired Costs; and an objection by Mr. Earle 
G. Lee, in The Journal of Accountancy, 
June, to the classification of deferred 
charges as current assets. It is not too 
much to say that this array of articles, 
lectures and comments is an outward sign 
of an inward ferment. Accountants 
throughout the English-speaking world are 
becoming more and more impressed by the 
doctrine of disclosure and more and more 
absorbed in the many and varied technical 
problems which acceptance of the doctrine 
involves. 


GOVERNMENT AND SOCIAL ACCOUNTING. 


Trends in Government Accounting, Mr. W. 
W. Cooper’s on Statistical Use of Account- 
ing Information in Federal Economic 
Policy Formation and Prof. Clark L. Simp- 
son’s short comment, Public Accounting, 
De Luxe, on auditing standards in the U.S. 
General Accounting Office. The increasing 
social responsibilities of accountants are 
also emphasised in an article by Mr. Paul 
Grady, The Increasing Emphasis on 
Accounting as a Social Force, in this issue 
of The Review. 


PROFESSIONAL EDUCATION AND ORGANISATION. 


ancy Practice in Great Britain, by Mr. 
E. F. Jeal (in The Canadian Chartered 
Accountant, June) ; and The Use of Visual 
Aids in the Teaching of Accounting, by 
Mr. David W. Thompson, and Use of Slides 
in Accounting Instruction, by Mr. W. J. 
Fleig (in The Accounting Review, July). 


LAW AND ACCOUNTING INCOME TAX PRACTICE. 


and difficult that it must go beyond its 
regular accountant and seek outside tax 
law advice, the considerations of conveni- 
ence and economy in favor of letting its 
accountant handle the matter no longer 
apply, and consideration of public protec- 
tion requires that such advice be sought 
from a qualified lawyer.’’ Implications of 
the decisioh are briefly considered in an 
editorial in The Journal of Accountancy, 
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Income Tax Practice—continued. 

June, in which the opinion is expressed 
that ‘‘the line the Court has drawn is 
an artificial one’’ and that ‘‘the Court’s 
continual allusion to ‘the accountant’ 
instead of ‘certified public accountant’ 
may suggest lack of familiarity with 
the professional training pre-requisite for 
the C.P.A. certificate, and the need for 
application of professional judgment in 
presentation of financial statements, in fine 
distinctions between capital and income, in 
the allocation of items of revenue and 
expense to proper classification and appro- 
priate periods of time, and in all the knotty 


AUDITING PROCEDURES. 


Articles of particular interest to auditors 
include : 

An official Statement of the Responsibili- 
ties of the Internal Auditor, the text 
of a Statement recently issued by the 
Institute of Internal Auditors, with 
explanatory comments thereon by Mr. 
Victor Z. Brink (The Journal of 
Accountancy, June) ; 


‘ COST ACCOUNTING. 


Inter-relationship of Budgetary Control 
and Standard Costing is discussed by 
Messrs. Charles G. 8. Jennings, David 8. 
Carmichael, and T. H. Nicholson in the 
July-August issue of The Cost Accountant 
(London); and the same issue of this 


Miss E. Sheldon, in The Canadian Char- 
tered Accountant, June, analyses current 
Canadian practice in accounting for cash 
discounts on purchases and 6n sales. 

The Accountant, June 19, carries a short 
article by Mr. W. H. Newton on Valuation 
of Goodwill and Shares for Estate Duty. 
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questions involved in the determination of 
taxable income.’’ The same issue of The 
Journal contains also a Statement by rep. 
resentatives of the American Institute of 
Aceountants to the Senate Committee on 
the Judiciary opposing the passage of a 
Bill which would make the U.S.A. Tax 
Court a court of record and so prevent 
representation of taxpayers before the 
Court by certified public accountants, 
Editorial comment on the Bill and a Report. 2 
and Summary of Testimony before the gle?' 
Senate Committee, by Mr. Maurice Austin, 189 








are also included in this issue of The §ot™ 
Journal. day, 
yas 
Ban 





Why Working Papers? a brief comment ~ 
on the uses of audit working papers, fq, 
by Mr. N. R. Moran (The Canadian Sr 
Chartered Accountant, June) ; 







dent 
Audit Treatment of Certified Cheques;tant: 
and Audit of Receivables: Confirma Sout 
tions Not Practicable (The Journal of mite, 
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Mr. H. D. Jack at the Nineteenth National f¥"° 
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In The Journal of Accountancy, June, tach 


Current Accounting Problems, by Mr, - 


Carman G. Blough, director of research offnetit 
the American Institute of Accountaniigi, F. 
ineludes a discussion of disclosure of hent 
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The Commonwealth Accountants’ Stu- 
dents’ Society was founded on 24th August, 
1898, as The Incorporated Accountants’ 
Students’ Society, Victoria. On Wednes- 
day, 25th August, 1948, its Golden Jubilee 
vas celebrated at a Social Evening in the 
Banquet Hall of the Victoria Palace, Mel- 
bourne. 

The President of the Society, Mr. W. A. 

oghlan, was in the chair, and the guests 
neluded Mr. R. F. Rushton (General Presi- 
jent, Commonwealth Institute of Accoun- 
tants); Mr. R. S. Turner (State President, 
South Australian Division of the Insti- 
tute); Mr. S. G. Young (State President, 

Victorian Division of the Institute); Pro- 
fessor G. L. Wood; Mr. C. K. Davies 
(President, Federal Institute of Accoun- 
tants’ Students’ Society), and the members 
of the Victorian Divisional Council of the 
Institute. Members of the Society who 
were present included sixteen past presi- 
dents and five former secretaries, and 
several members whose most active partici- 
pation in the activities of the Society was 
about 25 years ago. There were others 
whom members know best as accountancy 
aches and lecturers to the Society, in- 
luding Messrs. J. R. Kinsman and R. 
damson (of the Hemingway & Robertson 
institute); Messrs. Louis Goldberg and 
i. F. Downes (of the University Depart- 
ent of Commerce) ; Mr. V. R. Hill (Sec- 
etary, Melbourne Chamber of Commerce) ; 
r. A. E. Speck; Mr. N. N. Dutneall and 
r. J. R. Barber. Last, but not least, of 
hose to be mentioned as present, is a 
ormer member, Miss G. M. Walker, 
laughter of the founder of the Society, 
r. William Walker. 

After the guests had been welcomed by 
ie President, Mr. V. L. Solomon was asked 
» propose the health of the Society. He 
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binted out that the essential medium of 
onouring such an important toast was, at 
hat stage, lacking. The fault having been 
omptly remedied, he submitted the toast 
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STUDENTS’ SECTION 


Edited by O. R. MacDona Lp, A.1.C.A. 


COMMONWEALTH ACCOUNTANTS’ STUDENTS’ SOCIETY 
(VICTORIAN DIVISION) 


JUBILEE SOCIAL EVENING. 


in his typical witty style, some of his 
reminiscences of his early appearances at 
meetings greatly delighting members. His 
apt descriptions of some of the grand old 
men of the Society, if, at times, lacking in 
reverence, appealed especially to the older 
members who also knew and respected those 
stalwarts of old, who, despite the strong 
aversion of some of them to safety razors, 
did so much for the Society and account- 
ancy generally. 


Members having drunk their own healths, 
the toast was responded to in a bright and 
humorous manner by the President. He 
referred to the great debt of the Society 
to the Institute Council, the coaches and 
the lecturers. 


An interlude was the award of prizes 
to five of those present, but the reasons 
why they were singled out for such an 
honour were somewhat vague. Mr. Newing- 
ton, who presented the prizes, seemed to be 
more concerned with what the winners 
would do in the future than with what, if 
anything, they had done in the. past. 


Mr. A. A. Fitzgerald was handed, as his 
prize, an elementary primer on bookkeep- 
ing and was encouraged to study it, in the 
hope that he might eventually start in 
practice as a public accountant—if he could 
find an office. Mr. Fitzgerald thanked the 
donors of such an up-to-date work—a book 
published even more recently than the date 
of the foundation of the Society—and was 
enthralled by the problems which included 
purchases of choice brands of champagne 
at 50/- a dozen bottles, and other beverages 
at similar alluring prices. 


Mr. H. P. Ogilvie, Chairman of the Board 
of Examiners of the Institute, who has pre- 
pared so many helpful reports for candi- 
dates, found that they were not unapprecia- 
tive, for they reciprocated by presenting to 
him a report on the examiners, Mr. New- 
ington acting as their delegate. The Report 
read as follows: 
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Jubilee Social Evening—continnued. 


Report of Candidates to the Examiners 
Commonwealth Institute of Accountants. 


The papers set were generally of fair 
standard and show improvement over 
previous efforts commensurate with the 
greater experience of the examiners. 

There are a number of points, how- 
ever, calling for comment. 

1. Brevity may be the soul of wit, but 
brevity in the time allowed to 
answer the questions is not funny. 
Examiners should remember that 
the candidates have not the advan- 
tages of the examiners in knowing 
the answers in advance. 

The questions are theoretical rather 
than practical. We require know- 
ledge for daily use; therefore ques- 
tions such as (a) the concealment 
of profits; (b) how to swallow one’s 
spittle on the arrival of a taxation 
investigator ; (c) how to market on 
the black; (d) how to pad an ex- 
pense account, would be of immedi- 
ate and tangible value. 

Your last report states ‘‘It is again 
recommended that candidates study 
closely the model answers published 
n ‘‘The Australian Accountant’’ 
Good; but they are produced too 
late to be of value at the examin- 
ations. This needs only to be men- 
tioned to be corrected. 

You say, too, Commercial Law II— 
‘This on notice of dishonor of a 
bill, was very well answered.’’ 
Why not! We answer from experi- 
ence. 


General. 
It is said that a coach and four horses 
ean be driven through most things ; our 
failures must therefore be ascribed to 
the employment of a slow coach. 
Well, here’s hoping to NOT meeting 
you again. 
We are, ete. 
P. B. CANDIDATES. 


Mr. Ogilvie appeared profoundly touched 
by this kindly co-operation on the part of 
the Candidates and his acknowledgement, 
expressed to those present, entertained 
them vastly if it didn’t fully satisfy them. 

Mr. V. L. Solomon was handed a calcu- 
lating machine which combined the merits 
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of the kindergarten model with those which§ :; 


now save the bookkeeper the trouble off) 
staying back at night to find the error in 
the trial balance. His delight at his prize 
was tempered by his fear that in view of 
the present scarcity of accounting machines 
he might be forced to sell it as soon as busi- 
ness opened on the following day. 


Miss Mary Garbutt was the next one to 
comg forward on the dais and her prize, 
neatly wrapped up, was alleged to be a set 
of knitting needles. Mr. Newington painted§: 
a gruesome picture of the women around) 
the guillotine knitting as the victims of thet 
French Revolution lost their heads. One 
expected that the parallel would be that 
Miss Garbutt would calmly knit in the er 
amination room while the frenzied candi- 
dates lost theirs, but Mr. Newington, becom- 
ing sentimental, abandoned his gory word. 
picture, and described how Miss Garbutt 
had knitted her way into the hearts o 
members, a termination to his oratory 
which, if embodying much truth, was some 
what of an anti-climax. Miss Garbutt} 
deputed to Mr. Solomon the acknowledge 
ment of her prize, but his pun on ‘‘nit 
wits’’ was, doubtless, a less gracious 
response than Miss Garbutt would hav 
supplied herself. * 


The final prize winner to be honoured 
was Professor G. L. Wood, who was pre 
sented with an empty chair. It was obvious 
from Mr. Newington’s remarks that the 
Professor was expected to find an occupant 
for it in order that it could become the 
chair of Accountancy at the University. 
Professor Wood in his humble and respect. 
ful remarks to ‘‘My Lord Bishop’’ had 
only one objection to offer. This was if 
respect of the crimson seat of the profferedy 
chair which he feared might impart a pinkf 
tinge to the professorial robes, which would 
be deplorable in the present state of publit 
opinion. 

The toast of the Past Presidents of th 
Society was moved by Mr. J. W. Newing 
ton, Honorary Secretary in the years 191 
to 1921. He singled out for his commem 
dations, firstly, Miss Myrtle Boyd, the on 
lady who has been President of the Society. 
Reference was then made to the earli¢ 
presidents, particularly Messrs. W. 9% 
Strangward, L. J. S. Welch and T. F 
Brennan, with whom he had been mo 
actively associated. 
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Jubilee Social Evening—continued. 

Mr. H. P. Ogilvie (President, 1919-1920), 
‘in responding for. past presidents, paid a 
‘tribute to the memory of the twelve past 
presidents who had passed away. He 
‘spoke feelingly of the work done by those 
gentlemen, and made special reference to 
the first President, Mr. Thomas Brentnall, 
a man of many interests. To him, said 
Mr. Ogilvie, was due the doubtful honour 
of being one of the first to introduce the 
game of golf into Australia. Passing on- 
wards, he related amusing anecdotes of 
jother past presidents. Although these tales 
produced much laughter, they brought out 
more clearly than a more serious talk would 
have done the sterling qualities and kindly 
attributes of those worthy leaders of the 
-B Society in the times that have passed. The 
i-§close link between Institute and Society, 
-§Mr. Ogilvie said, was shown by the fact 
-| that twelve past presidents of the Society 
had also occupied the state presidential 
ehair of the Institute. He regretted that 
Mr. T. F. Brennan, one of the founders of 
the Society and a former President, was 
prevented from being present owing to his 
absence abroad. 
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Mr. A. M. Hislop, Honorary Secretary 
in the years 1908-1914, and President in 
the years 1922-1923, supported Mr. Ogilvie, 
and spoke further of the early days of the 
Society, and in particular on some of the 
lecturers during his term as Secretary. 

The final toast, ably proposed by Mr. 
P. M. Wood, Senior Vice-President of the 
Society, was ‘‘The Commonwealth Insti- 
tute of Accountants’’. Mr. Wood expressed 
the gratitude of members of the Society 
to the Council of the Institute which had 
always so whole-heartedly supported the 
Society without dictating its policy or re- 
stricting its activities. 

In response, Mr. R. F. Rushton, General 
President, and a member of the Western 
Australian Divisional Council, stressed the 
unity of the Institute and the Society, in 
Victoria and other States, in their aims 
towards the development of accountancy 
knowledge and practice. It is to be regret- 
ted that, owing to the lateness of the hour, 
he felt it necessary to curtail his inspiring 
remarks. 

During the evening musical items were 
supplied by Mr. John Tilbrook, Mr. Tod 
Farrel being the accompanist. 
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As announced in the July, 1946, issue 
of The Australian Accountant, the General 
Council approved of an Accountancy 
Treatise competition to commemorate the 
Diamond Jubilee of the Commonwealth 
Institute of Accountants. The prize of 
£100 was generously contributed by Mr. 
A. A. Fitzgerald, B. Com., F.LC.A., a 
former President of the Institute. The 
objects of the competition were to encour- 
age research amongst the members of the 
Institute and to secure material for the 
compilation of a standard text book which 
would form a contribution to accountancy 
literature. 

A Committee of Award, consisting of 
Messrs. A. A. Fitzgerald, H. J. Trist*and 
G. E. Fitzgerald, was appointed by General 
Council to judge the treatises submitted. 
The following are the geygeral conclusions 
reached by the Committee: 

Five theses were submitted for this 
competition; but in the opinion of the 
Committee, none was of exceptional merit 
or of the calibre of the theses to which 
prizes were awarded in previous compe- 
titions of the Institute. 


THE BOOKS CHARTERED ACCOUNTANTS BORROW 


The Accountant of July 3, 1948, con- 
tains an interesting talk, given to members 
of the London and District Society of 
Chartered Accountants by Mr. Cosmo 
Gordon, librarian of the Institute, on the 
books and pamphlets used in the library. 
As might have been expected, Mr. Gordon 
finds that books on taxation have a clear 
lead :*next come books on cost accounting 
(87 per cent. of those on taxation) ; com- 
pany matters, including consolidated ac- 
counts (54 per cent.) ; accounting (50 per 
cent.) ; auditing (23 per cent.) ; manage- 
ment (12 per cent.) ; and goodwill (13 per 
eent.). Referring to journals from over- 
seas, Mr. Gordon says: ‘‘Of the Dominion 
contribution, it is perhaps right to stress 
the value of the work appearing from 
Australia. Yet it is little read in this 
country.”’ ‘ 
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The Committee has had some difficulty 
in deciding between the thesis submitted 
by ‘‘Jove’’ and that submitted by 
**Fontes’’. On balance, it regards the 
entry of ‘‘Jove’’ as being the better, 
mainly because of its greater originality; 
and of the fact that it is in a much more 
complete state and is a more unified 
treatment of a central theme. than the 
discursive discussion of a wide range of 
topics in the thesis by ‘‘Fontes’’. 

The Committee recommends that the 
prize be divided between ‘‘Jove’’ and 
‘*Fontes’’ in the proportions of £75 to 
**Jove’’ and £25 to ‘‘Fontes’’. 

In view of the report of the Committee, 
General Council has decided that no first 
prize should be awarded, but, with the 
consent of the donor, it agreed that the 
prize money should be divided in accord- 
ance with recommendations of the Com- 
mittee. Payments of £75 and £25 will 
therefore be made to Messrs. L. G. Clem 









arr 
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son of Melbourne and T. M. Owen of Can 
berra respectively, who submitted treatises 
under the noms-de-plume of ‘‘Jove’’ and 


? 


‘*Fontes’’. 


But, he says, ‘‘the most marked and 
truly extraordinary piece of indifference 
shown by our readers is to the American 
Accounting Review. What chartered at 
countants see fit to read or to neglect is 


their own business, and it hardly becomesh: 





the present writer even to hold an opinion. 
Yet it would on the surface seem likely 
that the most reflective journalism o 
accounting now being published in Ameri 
or perhaps in the world would attr 
say, five regular readers in the library. B 
there are not so many as five.’’ 

The editor of The Australian Accountam 
who shares Mr. Gordon’s high regard f 
the quality of the work presented in 
Accounting Review (a quarterly of so 
100 pages published by American Accout 
ing Association, an association of Univ 
sity instructors in accounting) wonde 
how many regular readers it has i 
Australia. 
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BALANCE SHEET FORM. 





vulty The Canadian Chartered Accountant, in doing so it is aware that it may make 
itted § May, 1948, presents a suggested form of no friends but at least may provoke its 
by arrangement of ‘‘the so-called asset side enemies. 

; the § of a balance sheet,’’ with the comment that The form is as under: 
seal RESOURCES. 
UNY) 9) Assets : 
more , 
ified Cash on hand and in bank eer 
1 the Bills Receivable easaes 
ve of Accounts Receivable Bisscce 
t the $ ecesese 
and Less Reserve for Bad Debts ee ‘ 
“— Dominion of Canada Bonds (market 
‘ittee, value $...... ) es ian 
first od béuwe® 
1 the §: Unexprrep Costs: Costs not yet subjected 
t the to the test of realisation: 
‘cord: Merchandise Inventories ie 
Com- Prepaid Expenses (insurance and 
| will taxes ) | ae 
Clem- Plant and Equipment ie, 
oa Less Reserve for Depreciation ee 
> J and ee $ “ee eee 

Land ee 

Organisation Expenses iran een 

Patents and Copyrights ae 

re 

1 and 
erence 7 eevee 
erical —_—— 
ed ate 


lect is 


The journal adds: 
“Now the great virtue of this form is 


**A possible disadvantage lies in the 


. 2 : - fact that the working capital position is 
COm@E* that it sets out the valuation problem for act that ¢ Z . = P 
frre what it is. The reader of such a balance not as readily seen at a glance; but even 
1kely 











sheet will be less likely to suppose that 
the total for net worth on the other side 
-is the price at which the business could 
‘find a purchaser who would take it lock, 
stock and barrel. 





this could ultimately prove a virtue if 
it provided added incentive for separate 
statements of charges in working capital 
and source of disposition of funds.’’ 
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DIVIDEND PAYMENTS INTO BANK ACCOUNTS. 


The Victorian Divisional Council of the 
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Chartered Institute of Secretaries recently Banks. 
set up a sub-Committee consisting of Mr. In collaboration with the Associated 
L. A. Schumer, Mr. L. G. Montgomery and Banks of Victoria a uniform Dividend 
Mr. G. D. Brown, to consider the existing Bank Deposit Slip has now been estab- 
methods of payment of company dividends lished. This form is shown hereunder :— 
into Bank Accounts and to devise a uni- The following conditions have been stipu- 
form Bank Deposit Slip which would lated by the Associated Banks with regard I 
satisfy both the needs of the ordinary com- to the use of this slip: 
BANK'S NO. DIVIDEND BANK DEPOSIT SLIP a 
a ci 
EX elai 
DATE LODGED ra Exe 
is Tame OF BANK) i (pRancn) cha: 
the 
- — the 
: DEDUCTIONS NET AMOUNT fact 
FOR CREDIT OF DIVIDEND —_————_ To BE 
EXCHANGE | STAMP DUTY CREDITED ques 
£ 8. D. 68 818 8 aT « «a ©. eG 
invo 
and 
oc WwW 
cetipgesentlcibaieiteingn ee 0 T 
t w 
EE snanasenengennengeanea ‘ = Cu 
oma (NAME OF Company) i ————— were 
COMPANY'S NO hent 
BANK MANAGER tated 
Dipl 
Vint 
— BANK ACCOUNTANT TELLER | fully 
, : and t 
1. Forms to be of standard size Bank offices, but Banks will not accept 
Voucher, viz. 8” x 34”. deposits for credit in other Banks. By 
6. It will be understood that the Bankif# test 


bo 


Where the Company pays exchange 
and stamp duty, if any, no deduction 
need be made on the deposit slip. 


Banks will require two copies of the 
slip—one to be used as a ‘‘transfer 
voucher’’ if required for remittance 
to another branch, and the other to 
be retained at remitting branch as a 
voucher. 


Companies may use a proof sheet 
adding machine slip or other form of 
schedule, alternatively a third copy 
of the deposit slip in order to obtain 
Bank’s receipt, and for record if 
desired. 

5. All deposits for the branches of one 
Bank can be lodged at one of its 








urect 
y e 


will not advise their customers @ 

these credits. j 
7. Banks will accept these deposit slipsg# 1: 
without any special Bank charge forgeroler 
handling these credits so long as thegmey 
slips are completed by the Compai lect. 
concerned. me €} 
Companies will provide their owie? ch 
forms at their expense. Fttair 

This facility is now available at hged 
branches of the Trading Banks throughowpmecorc 
Australia. Any enquiries should be forpecut 
warded to either the Secretary, Charterég@d ch 


















8. 














Institute of Secretaries, 11 Bank Placit the | 
Melbourne, C.1, or to the Secretary, al w 
Associated Banks (Victoria), 394 Collingitd fu: 
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Street, Melbourne. 
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ated LEGAL SECTION 
stab- Edited by M. C. Ten1son Woops, LL.B. 


TT 


ipt- | DISTRIBUTION OF ESTATE TO CHARITIES UNDER DIRECTION IN WILL 


gard 


Considerable interest has been recently 
roused in this country by press reports of 
acase in which the next-of-kin of a testator 
tlaimed an estate of £200,000 which the 
Executors had already distributed to 
charities under directions in a Will which 
the next-of-kin successfully challenged on 
the ground that such directions were in 
fact void for uncertainty. The case in 
question occupied the attention of the 
Court of Appeal for many days; various 
involved questions of law were traversed; 
and a lengthy judgment resulted, in respect 
which Lord Greene. M.R., stated: ‘‘We 
lo not propose to deliver this judgment. 
t would take too long and would unduly 
cupy the time of the Court. We shall, 
herefore, hand down copies of the judg- 
. ment, keeping for the Court one authenti- 
tated copy.’’ The case was that of Re 
Diplock’s Estate, Diplock and Others v. 
Wintle and Others (and associated actions), 
fully reported in [1948] 2 All E.R. 318, 
md the facts and findings were as follows: 


ccept 
“ie. | By his will, dated 3rd November, 1919, 


Banki@#testator, who died on 23rd March, 1936, 
ers ofgurected his executors to apply his residu- 

‘Mary estate ‘‘for such charitable institution 
t slips§# institutions or other charitable or ben- 
ge fot olent object or objects in England’’ as 
as tummey in their absolute discretion should 
ect. By 1939, pursuant to that direction 
he executors had paid over £200,000 to 
69 charitable institutions, and in that year 
ertain of the testator’s next-of-kin chal- 
nged the validity of the direction. 
cordingly, on 18th October, 1939, the 
ecutor’s solicitors wrote to each of the 
id charitable institutions informing them 
the challenge and calling on them not to 
al with the distributed sums until they 
d further heard from them. In 1944 the 
buse of Lords held that the residuary 


























quest was void for uncertainty. In 
ions begun by the testator’s next-of-kin 
1940 and 1945 to recover the sums paid 
the charitable institutions: 





SUBSEQUENTLY CHALLENGED BY NEXT-OF-KIN 


HELD: (i) it was impossible to contend 
that a disposition which, according to the 
general law, was held to be invalid could 
yet confer on those who, ex hypothesi, had 
improperly participated under the disposi- 
tion some moral or equitable right to retain 
what they had received against those whom 
the law declared to be properly entitled. 

(ii) The next-of-kin had an equitable 
right to recover the money paid by mis- 
take by the executors to the charities, and 
a claim thereunder was not liable to be 
defeated merely (a) in the absence of ad- 
ministration by the Court; or (b) because 
the mistake under which the original pay- 
ment was made was one of law rather than 
fact; or (c) because the charity concerned 
in any particular claim had no title and 
was .a stranger to the estate. In the first 
instance the right was against the execu- 
tors, and the extent of the claim against 
the charities was limited to the amount not 
recovered from the executors. 

Per cur: the absence or exhaustion of 

*the beneficiary’s right to go against the 
wrong-doing executor or administrator 


ought properly to be regarded as the justi- . 


fication for calling on equity to come to the 
aid of the law by providing a remedy 
which would otherwise be denied to the 
party who has been deprived of that which 
was justly his. 

(iii) The actions were ‘‘in respect of’’ 
claims to personal estate within the Limita- 
tion Act, 1939, s. 20, and, therefore, the 
limitation period applicable to the equit- 
able claims in personam was 12 years, and 
the claims were not barred. 

(iv) Equity recognised the right of the 
next-of-kin to the money as a proprietory 
interest, and when once that proprietory 
interest had been created as a result of the 
wrongful dealing with the funds by the 
executors, it would persist and be opera- 
tive against an innocent third party who 
was a volunteer provided only that means 
of identification in or disentanglement from 
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Distribution of Estate to Charities—continued. 
a mixed fund remained. There could be 
no difference in principle between a case 
where the mixing had been done by the 
volunteer and one where the mixing had 
been done previously by the fiduciary 
agent. 

(v) Where a defendant institution had 
mixed with its own money, money received 
from the executors and employed the mixed 
fund in the purchase of property (e.g., 
land or stock), the next-of-kin would be 
entitled to a charge on the property, but 
where the money from the executors had 
been used in the alteration or improvement 
of assets which the institution already 
owned, the money could not be traced in 


COLLATERAL AGREEMENT IN A 


In the course of negotiations for the pur- 
chase of a second-hand car on hire purchase 
terms, the vendor’s agent told the pur- 
chaser that. if he bought the car, the vendor 
would guarantee that it was in good con- 
dition and that he would have no trouble 
with it. The purchaser signed a hire pur- 
chase agreement which contained (inter 
alia) the following clause: ‘‘The hirer is 
deemed to have examined (or caused to be 
examined) the vehicle prior to this agree- 
ment and satisfied himself as to its con- 
dition, and no warranty, condition, des- 


cription or representation on the part of- 


the owner as to the state or quality of the 
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any true sense and a declaration of chargg 
would not produce an equitable result and 
was, therefore, inapplicable. The position 
was similar where the money had beeg 
given for the purpose of the payment off 
of an existing incumbrance on hand. 

(vi)Where moneys from the executorm 
had been mixed in an active banking 
account by a defendant institution, with 
drawals thereout should not be attributed 
rateably to the ‘‘Diplock money’’ and the 
charity money. The rule in Clayton’s case 
(1816) (1 Mer. 529, 572) should be applied, # 
but that rule should not be applied byf, 
analogy to the purchase and sale of war}: 
stock. 

Decision of Wynn-Parry, J. ([1947] 1 
All E.R. 522) reversed in part. 


HIRE PURCHASE TRANSACTION 


vehicle is given or implied . . . any stata- 
tory or other warranty, condition, descrip- 
tion or representation whether express or} 
implied as to the state, quality, fitness or# 
roadworthiness being hereby expressly ex- 
cluded.’’ The Court of Appeal (Lord§! 
Greene, M.R., Wrottesley and Evershed, 
L.JJ.) held that the wording of the clause 
in the hire purchase agreement wag no 
sufficiently clear to abrogate the separate 
collateral agreement constituted by an offe 
of a guarantee and the signing of the hi 

purchase agreement by the purchasemp 
(Webster v. Higgin, [1948] 2 All E.R@ 
127). 











